DE 


A v 


°* ♦♦ 


/ 



Q 


»<^nl 


e 


% 

z 

Q 


LIBRARY 

Kashmiri Gaia, Delhi-110006 


9 ! 


Accession No._ 

» Class Mo. _ 

Book No. _ 



DELHI COLLEGE OF ENGINEEMHG 

Kashmiri Gate, Dalhl-lfMM 

LIBRARY 


DATE DUE 

For each day'a delay alter the due date a fine of 
II Paisa per VdI. shall be charged for the first week, and 
SI Patso per VoU per day for subsequent days. 


Borrower's 

No. 


Date Due 


Borrower's 

Nd 


Dale Due 






Fundamentals 

OF 

ECONOMICS 


By 


J. K. Mehta* M.A., Professor of Economics, 
Allahabad University (Editor), 

&. Rudra, M. A., Late Professor ofEconomics, 
Biompson, M.A. (Princeton), Ex Professor of Economics 

& 


Agarwala, S. N. 
Bahadur, R. P. 
Bhargava, R. N. 
Bhatty, 1. Z. 
Dubey, D. S. 
Gupta, M|is 1 
Hajela, P. D. 


Jain, P. C. 
Karwal, G. D. 
Mahesh Chand 
Mukerji, S. K. 
Parmar, S. L, 
Saraswati Prasad 
Thomas, Mrs. M. 


of the staff of the AUahabad University 


POTHISHALA LIMITED 



First Edition 1949 

Second Edition (revised and enlarged) 1951 


Price Rs. 12/8/. 


PUBLISHED by pothmhala limited, and printed by sadan u 
AT THE TECHNIOAL PRESS, 2 , LAJPA1 ROAD, ALLAHABAD. 



PREFACE , 

This book has been written not with the intention to add yet one 
re text-book to the ones already available in the market for the further 
•wilderment of the harassed student of Economics. In the writing of it 
the attempt has been made to present a study of Economics with the 
Allahabad tradition embodied in it. Since the days of Professor H. S. 
Jevons, that is from the inception of the Teaching University of Allahabad 
in 1922, the tradition has been set to approach the problems of 
'fconomics with special emphasis on theory, lids process has been 
tilendy, but steadily maintained. We believe we have developed an 
attitude towards Economics that is rational without becoming traditional, 
he narrow classical sense. Indeed, in treading this path, wr seem to 
ve evolved a particularistic viewpoint. In reading the vauous portions 
ii the book this will beromr more or less apparent. Along with this 
tendency, stress has been laid on the quantitative precision of propositions 
undated. In fact the endeavoui in the higher ranges o( the discussion 
■'the subject lias been to submit it to mathematical treatment. The text 
has been written with complete freedom by rath author. To have at¬ 
tempted anything else would have been quite impossible! Economists, the 
world over, are known to be extreme individualists, to the point of being 
anarchical! But they have not been egotistical. Hence there is to be 
discerned a common unity of thought and purpose in the work. 

It is necessary that the portion written by the different authors be 
indicated, though the project as a whole is a joint-product. Ea< li portion 
bears the stamp of the thought and scholarship of the writer, who is 
entirely responsible for her or his particular approach to the question in 
hand. The authorship is as follows 


PART t 


.cope, Methodology and Significance Prayag Das Hajela, M.A. 

(Allahabad) 

r conomic Statistics 


pvm 11 


Consumption 


C. D. Thompson, M.A. (Prince¬ 
ton) 

Da> a Shanker Dubey, M.A.1 
LLB. (Allahabad) 



PREFACE 


Production 


PART 01 

P.C. Jain, M. A-.MJsc. 
(London) ~~ 


PART IV 

Rural and Urban Problem* 

(a) Problem* of Agriculture Mahesh Char J M. A. ( 

bad) 

(b) (l) The Problem* of Labour ' 

(li) Trade Union* 

(iii) Minimum Wage S K Rudia, M. A. (Ca 

(iv) Social Security 

(v) Town Planning and Hous¬ 

ing 

(c) Tramport M. Thomas (Mrs.), 

(Madras) 

PARI V 

Theory of Exchange S. N. Agarwala, M. A. (j 

bad) 

par r VI 


Theory of Distribution 

(a) (i) Introduction 
(ri) Wages 
(iii) Interest 


(b) (i) Rent 
(u) Profit 


Piajag Dai Hajela, 
(Allahabad) 

(i. D. Thompson, M.A. ( 
ten) and Prayag Das 1 
M.A. (Allahabad; 

J, K. Mehta, M.A. (Allah 


pari vn 


Money and Foreign Exchange 
Credit and Banking 


Prayag Das Hajela, 
(Allahabad' 

pari vtn 

Saraswati Prasad, 
(Allahabad) 

PARI IX 


International Trade (excluding the 

pages on I.M.F. which have been S.L, Parmai, M. 1, (Allah 
written by Prayag Das Hajela) 

PART X 


Public Finance 

(a) Principles ol Public Finance 

(b) Public Revenue 
•\c) Public Expenditure 


S K. Mukeiji, M. A. (Allah 

S. Ciupta (Miss), M 
(Allahabad i 



PREFACE 


PART XI 

Condition* of Economic Progress ' 

(a) The Process of Economic Evolu- R. P. Bahadur, M. A.i D. Phil. 

tion (Allahabad) 

(b) Economic Planning G. D. Karwal, M. A. (Punjab) 

APPTNDICU 

(a) Public Expenditure in India S. Gupta (Min), M. A. (Allahabad) 

(b) Public Revenue in India S. Muketji, M. A. ( A llaha b ad) 

(c) Economic Planning in India G. D. Karwal, M. A. (Punjab) 

I have no doubt the Staff Would endoise my wish to express our 
gratitude to Shri J. K. Mehta for the characteristically devoted manner in 
which he performed the heavy task of reading through the manuscripts, as 
he received them from the respective authors. I have knowledge of what 
that work has entailed upon his time, energy and patience. But for hit 
steadfast labour this book may well not have materialised. 

To Shri P. D. Hajda too are due our warmest thanks. He has had 
the task of seeing tliejbook through the Pi ess. All who know die condi- 
tions under which our Presses are functioning, will appreciate the services 
rendered by him in the production of the book. He also read through 
the proofs. I know it was no small achievement. The Index too is his 
contribution. 

The authors hope the book will not prove a mere '‘crib 1 ’ to pass an 
examination—important though that is for the student—nor even that 
it will serve as a text, but that the book will come to imsn something 
more. If it helps to train the student-mind in the process of correct 
economic analysis, in the comprehensive appreciation of the subject, and 
enablei'liim to arrive at reasonable and just conclusions, they will regard 
themselves as well-rewarded for the labuiu expended in the writing of it. 
For the rest, the authors wish ^the icadei good understanding and deai 
grasp of a subject that is of such vital importance for the efficiency of 
society in general and the welfare of the under-privileged in particular. 


The University, Allahabad. 
14th June, 1949. 


S. K. Rud* 



PREFACE TO THE SECOND EDITION 

The book hu been thoroughly revised and a number of new chap¬ 
ters have been added. The major additions are on Factors of Pro¬ 
duction and Theory of Population by Mr. R. N. Bhargava, Hie Theory 
of Location by Mr. P. C. Jain, The Gold Standard, Economic Welfare 
and National Dividend by Mr. I. Z. Bhatty and Public Debt by 
Miss Gupta. The pages on The Balance of Payments Theory of Fareigr 
Exchange by Mr, P. D. Hajela have been rewritten with radical alter¬ 
ations, The chapters on the Theory of Exchange by Mr. S. N. Agarwala 
have been thoroughly revised, as also those on the Conditions of Economir 
Progress by Dr. R. P. Bahadur. Minor changes have been made ir. 
almost all of the remaining chapters. The Appendix comprising chapters 
on Indian Public Finance and India's Economic Plans have been deleted 
altogether. Fundamentals of Economics has thus become a more cmnprr 
hensive and useful book on ihr principles of economics. 

The book was edited by the late Professor S. K. Rudra assisted h 
Mr. P. D. Hajela and myself. Professor Rudra’s sudden death in June 
this year deprived this production of a wise and able enterpriser. The 
work of seeing the book through the press fell, as before, on the shoulders 
of Mr. P. D. Hajela. The book owes a debt or gratitude to his untiring 
efforts in this direction. 


Economics Department, 
2nd November 19M. 


J. K. MEHTA 
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Scope, Methods and Significance of Economics 




CHAPTER I 


DEFINITION OF ECONOMICS 

The Science of Economics has grown despite absence of any 
unanimity as to the very meaning of the term Economics. 
But this is natural enough and happens in case of all sciences. 
The topics taken up by any science grow and multiply, each 
, generation adding, something of its own and giving, whatever 
‘ c nfe elliflg it thinks is needed in them. At the same time efforts * 
continue to be made to find what basic unity lies through all 
these topics and to assign limits within which they should be 
confined. This then is to be the function of a definition—to 
so describe a science that the various topics, laws or generalisa¬ 
tions that have grown under its shadow can be harmonious¬ 
ly woven together and a definite limit is assigned within which 
the topics could expand or contract in course of their refine¬ 
ment through time. 

Is Economics a science of wealth ? 

Now then, how to define the Economic Science? Let us 
for a moment take up the definition that economists before 
Marshall’s time used to suggest. Economics,_to them, was a 
science of wealth,. And it was an econonust T s9uty, they thought, 
that he should point put v ways for increasing the wealth of 
the society. This bias in labour of wealth is evident in the very 
title which Adam Smith gave to his book on Economics,‘An 
Enquiry into the Nature and Causes of the Wealth of Nations.* 

When “wealth*’ is .interpreted broadly and in the sense of 
scarce means with vtirstitalltyof application to the various wants 
of men, this definition of Economics needs no opposition. 
But this is not how the economists who suggested this defini¬ 
tion interpreted wealth in their time$» Wealth for them would 
mean tangible, visible and tOT&hitc'goods of life-grain, 
tables and clothes. And no economist had any business to 
go beyond a study of these objects. 

Some implications arise out of this narrow concept , of 
wealth, which render this definition unacceptable to a scientific 
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mind. The Bib* implication is that 1 Economics begins to 
look like a science concerned with the meaner things of 
life only and hence incapable of contributing to the better¬ 
ment of human lot. Those who would advise maximum 
production, of .grain, tables and. clothes might only make 
mro^gr ossly materialistic and forgetful of the higher values 

The se cond implica tion which follows from this first (me is 
that Economics would study only those people who &I£ concer¬ 
ned with the production and consumption of material objects 
sucETasTables and clothes. And the rest would be left out as 
not being within the orbit of an economist's study. A saint 
in the jungles, for example, would be no concern of an 
economist. 


But we know that neither is E conomic Science a s pur to 
qjgl^jjialisxn nor. does it study people with a. materialistic bias 
onty. The law of rqui-marginal utilities would help a saint 
to divide his time and resources between eating (none would 
dispute that even saints do eat; they would not be praying, if 
they did not), praying and meditation just as much as it helps 
the man, steeped in gross materialism, to divide his own time 
and resources between eating, drinking and buying clo¬ 
thes and tables. And he would be a prank economist who 
said that he would refuse to study the law as applied to the 
doings of the saint though he would not mind studying it in 
case of the worldy man. If the law of cqui-marginal utilities 
is an economic law and applies to the saint as much as it docs 
to the worldy man, both must necessarily come within the 
scope of Economic Science and hence Economics must be so 
denned as to include both of them for study. 


This second implication, however, did not come to be 
realised by the economists except very late. But die first 
implication was realised not long after attacks began to be 
ipade on the economists and their lowly pursuits. Eminent 
hum of letters and art described an economist as one who was 
injecting pig-psychology in human minds. Ruskin came out 
with an open declaration saying that there was no wealth 
but only me. And thus Economic Science began to be derided 
1 and looked down upon. 
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Improvement by Marshall 

Marshall was the first economist to set at rest this avalanche 
of criticism that men like Ruskin and Carlyle bad levelled 
against Economics. He tha< wealUwfeas m md 

nf Ecnnnml r. Scienca; the rad was instead the eventual better¬ 
ment of human lot. And framed his definition accordingly. 
“Economics” he said “is a study of mankind'in the ordinary' 
business of life ;it examines that part of individual and social 
action'which is most closely connected with the attainment 
and with the use of the material requisites of well-being”. 

Apart from the fact that it lends a dignity to Economic 
Science, it does not show much improvement upon the earlier 
definition. And then it is vague and limits the scope of Eco¬ 
nomics almost to the same area which the earlier definition im¬ 
plied. What does ‘‘ordinary business of life” mean? Will not 
such a phrase confine the study of the science to oafy thpse 
activities that are “ordinarily” performed in the course of our 
daily life ? Surely that would limit narrowly the scope of out 
enquiry. 

This, however, is on the score of inaccuracy in framing a 
proper language. But even when language is not cared for 
ana the same sense is accepted which Marshall wanted to 
convey through this language, the definition continues to re¬ 
main unacceptable. T or then Economics woul d study only, 
men living in a society and perhaps saints an d menKte Robing 
sonTlrusoc would be left out of the scope of Economics.. For 
Marshall says, “economists study the actions of individuals, 
Kut study them in relation to social rather than individual 
life, and therefore concern themselves but little with personal 
pecu Eariti es oftemper and character” . And we have seen 
above that this means cutting short the applicability of the law 
of substitution itself, the most fundamental law of Economic 
Science. A scientist should concern himself with extending 
die application of his laws rather than in limiting it. 

' The same weakness—that of limiting the scope of Econo¬ 
mics—is evident in the concluding words of the sentence also. 
Human action as “c onnected with the attainment and with 
use of the gurfenaTream mes orwcll-being” alone is to htt 
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Atudicd. Human action as connected with the non-material 
means of wclfare&nortb'he studied. The enjoying of a mum 
Conference or a cinema show has non-material implications, 
so have teaching and singing. Therefore, actions Pertaining 
to these would not be an economist’s concern. Only those 
would be which are concerned with the material requisites 
of well-being, like food, tables and clothes. This then turns 
out to be the scope of Economics according, tp. Marshall— 
that only .actions of men living in some society would 
be studied and tjicn, not all the actions of such men but only 
those selecte d on es which are connected with the material 
things .of* life.. A teacher might live in a society but since 
his teaching is non-material it would fall outside the scope of 
Economics. This we know is completely wrong. In so far 
as teaching as a service can be bought and sold in an open 
market in accordance with the laws of supply and demand, 
it has, inevitably, an economic aspect also which an econo¬ 
mist cannot afford to leave out of consideration. In the text 
of his book Marshall, however, does not strictly adhere to 
these implications of his formal definition. Foi,hedoes 
consider cases of buying and selling of seivices that do not 
immediately bring into being any material goods. 

Pigou’t views 

Prof. Pigou defines Economics as a study of economic 
welfare, economic welfare being desciibed as “that part of wel¬ 
fare which can be brought directly or indirectly into relation 
with the measuring rod of money”. This, however, is not 
different from Marshall’s except for the change that instead of 
saying thal Economics studies human actions in relation to 
material means of welfare, he says that Economics studies 
human actions in relation to material or economic welfare 
itself, ltmight however be noted here that although “material 
means of welfare” is a meaningful phrase, the words material 
or “Economic welfare” do not convey much meaning. We 
may divide the means between material or nOn-material but we 
cannot divide human welfare into any such categories. 

But even if we suppose it to be something meaningful for 
a time, the definition would not be acceptable. For it fails to 
takeinto account an isolated individual like a Crusoe or a jungle 
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saint. There is no money (at least of the type which Pigou 
has in mind) in a Crusoe economy. What part of Crusoe’s 
welfare would be economic welfare then ? Or shall we say that 
since there is no such part of welfare in his. case as can be 
"brought directly or indirectly into relation with the measur¬ 
ing rod of money" Economics would have nothing to do with 
such an individual ? 

Implications oj the above definitions 

J All these definitions that we have considered above have 
failed to describe correctly the existing subject matter of Eco¬ 
nomic Science. They have rather implied that we should 
cut down the wide applicability of some of the meat fundamen¬ 
tal of economic laws—such as those of cqui-marginal utility in 
consumption and supply and demand in the theory of value. 
And then they seem to have basqd themselves on the concept 
of Economics being a social rather than a human science. 
A social science is generally understood to be a science 
that studies a man only as pait of a society. And hence one 
who lives in isolation would not be studied at all under such a 
science. A human science, however, embraces a wider field. It 
simply means a science that studies a human being. And 
whether that human being is or is not a part of some society 
does not matter at all. A Crusoe or a saint would be as much 
within the scope of such a science as any man living in society 
somewhere. So a human science can study both social 
and the non-social beings, whereas a social science can 
study a social being only. Thus human science has a 
wider scope or covers a wider field of study than a social science 
does. Since the fundamental laws/of Economics apply to a 
non-social being as much as they do to a social one. Eco¬ 
nomics should study both of them. And this it can do only 
when we regard it as a human and not as a social science 

Yet another impicssion that we get from the. definitions 
considered above is that Economics, studies a certain group of 
activities rather than a certain aspect of each, activity. And 
that group is the one that contains activities which are connect¬ 
ed with the production and consumption of some tangible and 
concrete goods of life called “wealthr. Or as Marshall puts it, 
which are "connected with the attainment and with the use ' 
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of the material requisites of well-being.’’Prof. Robbins has 
called such definitions “dassificatory”. To divide activities 
between economic and non-economic is completely un¬ 
scientific and illogical. Does not a man who produces tables 
make mathematical cal dilations regardi ng the amount of wood 
that he would use, the number of hours that he would spend 
and the price that he would chargefor his article? And if that 
is so, is not there a mathematical aspect also to the activity 
of the producer of tables ? If there is, how can that activity be 
considered entirely economic? And if it cannot be considered 
entirely economic but only partly economic, would we not 
be right in saying that Economics studies only a part or an 
aspect of an activity rather than the entire of it? An economist 
should not appropriate an entire activity for himself when 
only a part or that activity can legitimately belong to him. 
Econo mics should, therefore, be so d efined tn make it cover 
the activities n? all" Tni fn~?f | JT^»intT«i ) whether inuaT or non- 
Jocial, and in such'a -minutT that only a. certain aspect or 
part of each activity _faJIs_undcr,its scope and not the entire 
activities of any special group or class. 

Robbins ’ definition 

Prof. Robbins, conscious of all such implications, defines 
Economics as a “science which studies human bdiaviour as 
a relationship between ends and scarce means which have 
alternative uses.” As is evident, Economics becomes a human 
science hererather than asocial science and its scope is widen* 
ed . Economics studies “human behaviour” wherever it be or 
whomsoever itm^ght concern. If it concerns a man living in a 
society, Economics would study it no doubt but if it does not 
relate to any such man, even then Economics would study it. 
And yet the entire of the human behaviour would not be an 
economist’s concern j it is only an aspect of it which will be. 
But what is that aspect ? That which appears as concerned 
with the allocation of scarce means with alternative uses to the 
various wants of men that have caused that behaviour. Suppose 
a man has fifty rupees to spend on three commodities A, B and 
C. He knows it well that he cannot purchase infinite amounts 
of all these three commodities, for the money (or the resource) 
that he has to spend on these commodities is limited or finite. 
How much should he purchase of them then ? He might pur- 
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chase A greater amountof A, a less amount of# and a still 1g| 
amount of C. Or he might purchase a greater amount of# and 
smaller amounts of A and C. Or he might purchase equal 
amounts of all these three commodities. Suppose he has decided 
what amounts to purchase of these various commodities out of 
the fifty rupees at his disposal and it turns out in the end thathe 
would spend thirty rupees on A, twelve rupees on # and the re* 
maming eight rupees on C. Then in so far as we look upon 
his action or behaviour of purchasing these commodities in the 
market, concentrating only upon the “why” and “how” of his 
decision to spend or allocate fifty rupees to the atisfation of the 
wants f t'A, #, and C, we are studying him under the science of 
Economics. And his behaviour as concerned with making such 
a decision (i.c.how much he wouM purchase of each commo¬ 
dity and for what amount out of his fifty rupees) is said to pos¬ 
sess an economic aspect. 

Wherever the means at the disposal of a man arclimited and 
he allocates them to the satisfaction of his various wants, the 
cco omic aspect comes in evidence. There is ?n economic 
aspect to the behaviour of a man who while standing at 
crossroads decides to follow one road rather than another to 
reach his destination. So is there an econ< mic aspect to the 
behaviour of a man who decides what amount of time he 
should devote to reading and eating out of a limited number of 
hours at his disposal. The economic problem thus arises 
when we choose to spend varying amounts of our limited 
resources on the satisfaction of our various wants. The econo¬ 
mic problem arises out of making a choice. Where choices 
are not open to men, the economic ^ problem vanishes and 
we are left without any such thing as the Economic 
Science. 

But choices result out of the fact that we may use our 
resources in satisfying a number of wants rather than a single 
want only. If your resources can be used in satisfying some 
particular want only and you cannot use them to satisfy some 
other wants, then the question of choice does not arise at all. 
For you will inevitably have to spend those resources on the 
want for which they are meant. It is only when these resources 
are capable of many uses at the same time that the question arises 
which use they should be put to and which not. And here 
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then it is that the necessity for making a choice comes in and 
here then arises the economic problem also. Hence in order 
that the economic problem should arise the resources at your 
disposal should have alternative uses. 

But though this is a necessary condition for enabling you 
to make a choice, this is not a sufficient condition in itself. 
The resources which are capable of alternative uses must 
also be scarce in relation to the demand for t hem. If a man 
has wants and the resources or means at his disposal for satis¬ 
fying those wants are not scarce i.e. they are m abundance, 
then he need not bother his head to decide what amount of 
them should be spent in satisfying each want, for the resources 
are in so great a supply that all wants would automatically 
be fully satisfied. It is only when the resources arc limited 
or scarce that he has to be cautious that he does not spend 
more than a certain amount on a certain want or else some 
other want or wants will have to go unsatisfied in the end. 
And so he has to make a choice as to how much satisfaction 
he will have from one want and how much from another or 
which is the same thing, decide to what extent he would satis¬ 
fy his various wants out of his limited resources. In order 
that there might arise the necessity for making a choice it is 
necessary, therefore, not only that the resources should be cap- 
able of alternative uses but that they should be scarce also in rela¬ 
tion to the demand for them. And it ever happens that the 
resources of men fall short of the demand, for the wants 
of men are a limitless phenomenon. And so the economic 
problem is ever present. It would vanish if we (ould so con¬ 
trol our wants that instead of their remaining infinite in number 
they boiled down to asmall finite number only,and the supply 
of resources outstripped the demand for them. 

The end of all choices 

What happens, you would ask, to be the end of a h uman 
behaviour while making a choice ? For when we take more of 
A and less of 2? and C, we must havesome reason why we make 
a choice for this combination and not for another. And the 
reason is only that this particular combination fulfils our even¬ 
tual aim more than any other. But what after all is the aim 
which we want to be fulfilled ? The aim, obviously enough, 
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is the ma^misatjqii of satisfaction to ourselves from the scarce 
means' at our disposal. The fact that we choose to satisfy some 
wants and not to satisfy others implies only this much tnatthe 
satisfaction of the former wants gives us greater utility than 
tne satisfaction of the latter ones. Had the latter wants given 
us greater total satisfaction or utility we yould have tried to 
satisfy them rather than the former ones. 

Now since Economics is a science of choice and thejoid of 
all choices is maximisation of satisfaction, Economics studies 
human behaviour as concerned with the making of choices in 
such a manner that maximum satisfaction is achieved out of 
themintheend. Such an understanding of Economics is consis¬ 
tent with the fundamental laws that have grown under the 
shadow of this science. The law of equi-maiginal utilities, for 
rxample, can be proved to be an economic law according to 
this definition just as much as the laws of supply and demand 
in the theory of value can be. And there is no need to cut short 
the scope of their applicability. 

A question now arises whether maximum satisfaction which 
happens to be the end of human behaviour pan be more fully 
achieved when a large number of wants is satisfied or when the 
wants are cut down to the minimum. Western economists, 
though they do not often openly say it, arc of opinion that maxi¬ 
mum satisfaction is possible only when the greatest possible 
number of wants is satisfied out of the given resources. And 
this has inevitably led men in the West to multiply their wants 
.and make life more and more complex. 

The objective ojEconomic Science: minimisation oj wants 

Mr. J. K. Mehta has rightly challenged this opinion for 
instead of its adding to the sum total of human happiness it sub¬ 
tracts from it a good deal. In fact he thinks that maximisation 
of satisfaction is rather completely inconsistent with the maxi¬ 
misation of human wants. A want is a painful experience. This 
is evident from the fact that we wish to satisfy it and be rid of it 
as soon as possible. We would not have bothered to remove 
or satisfy it had it not been painfpl. So the removal of a want 
means removal of pain and pipcurebteht of pleasure. And 
this pleasure is the same thing as satisfaction or utility. If one 
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wants to get m aximum utility or pleasure or satisfaction, one 
should see to it that all pain is removed and no fresh pain is 
experienced in future. At least this is the ideal for any one who 
wants to achieve maximum satisfaction out of his choices. 

The absolute removal of entire pain seems impossible on 
the surface. But it is really not as impossible. This, of course, 
is true that for a man who has a very large number of wants to 
satisfy and, therefore a large amount of pain to remove, the task 
of removing all pain becomes more difficult than for one who has 
less wants and hence a smaller amount of pain to be rid of. But 
this does not imply that complete removal of pain is necessarily 
impossible in each case. It rather implies a more hopeful state 
of affairs * that it becomes in creasin gly possible to remove all pain 
provided the wants and hence the pains corresponding to them 
decrease in their number and amount. The less the wants 
that we have, the less our pain and hence the easier the task of 
removing that pain and achieving maximum satisfaction. Ifj 
therefore, maximum satisfaction is the object behind the be¬ 
haviour of a human being while he makes his choices for satisfy¬ 
ing his wants, it would be more fully adiieved if his wants are 
few rather than if they are many. And thus we.are led to the 
objective of controlling or simplifying wants for purposes of 
attaining maximum satisfaction through human behaviour. 
Now since Economics studies human behaviour as concerned 
with the maximisation of satisfaction and since maximis ation 
of satisfaction is better achieved when the wants are at their 
minimum rather than when they arc not, Economics studies 
human behaviour as concerned with the minimisation or the 
simplification oHiuman wants. And this minimisation of wants 
can be rightly regarded as the ultimate objective of the science 
of Economics. 

Except for this interpretation of the way maximum satis¬ 
faction can be achievcd, Prof. Robbins’ definition stands unim¬ 
peachable in its substance. 

Criticisms against Robbins 

The two criticisms that are frequently thrown against 
Robbins’ definition are, first, that he makes Economics a posi ¬ 
tive and non-ethical srienre^nd, secondly, that he so defines 
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Economics as tomakcit easily look like Politics, pistory of any 
otnersaen ce.. yprisnpt. the critics argue, P olitics concerned 
win ihe aUodand a'of'kckl'ttc means to the various wants ot mar 
and their government ? And is not, they continue, any science 
for the matter of that concerned with such allocations? Such 
questions are indicative of some confusion in ihe minds of the 
critics. True it is that the human behaviour of the Prime 
Minister of a country, whom any politician might be tempted 
to claim as his entire property, would be inevitably concerned 
with the allocation of his resources to the various wants that 
he experiences. But that does not mean that the aspect of 
his behaviour that would thus arise would become political 
rather than economic. And just so long as this cannot 
be, P ojitics and Economics cannot look thesamn iindpj 
the definition tnat we have justified above. Politics would 
study'a different aspm 5f human "behaviour, perhaps, that 
aspect which is concerned with the enjoyment of rights from 
and the performance of duties towaids the state of which the 
human being in question is a citizen. And when in course 
of such an enjoyment or obligation choice is to be exercised, 
we would say that Economics and Politics are walking hand 
in hand rather than that they arc merging their identities 
into each other and have become one for purposes of any 
scientific study. As with Politics so with any other science 
that makes a study of human behaviour. In each action of 
a man, there is Economics, Etl ics and Religion but not all 
of these sciences become one for Ihis reason. Nor should 
they all look identical with Economics only because each 
action in which they are contained implied the making of 
some choice and hence is possessed of an economic aspect. 

The charge of Economics becoming a positive science un¬ 
der Robbinsian definition would be examined later. But it 
might be roughly stated here that this charge can be proved 
fals£ if we give a logical interpi etatiou to this definition. Prof. 
Robbins is not very precise on this question. And yet in so 
far as one can read his meaning he seems to be of the opinion 
that Economics is and should be a positive science only. We 
will see for ourselves when we take up this question later whe¬ 
ther or not Economics is normative m char acta 1 . Meanwhile 
on the basis of the arguments that cropped up in course of the 
search for a proper definition of our science, we persuade our- 
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selves to believe that Eco nomics is a science which studies, 
human be hav iour sis concernecTwith_ the ipalnng of choices 
insuch a manner that the j)£ wants irJsptdown to ft- 

imnimiim ~ and., the maximum possible satisfaction is thus 
achieved for the human being in question. 



laoNomos—FCwrnVB and normativb 


«• 

be in accordance with his norm of honesty and would 
thus become subject of a normative science also. But 
ii this ideal of honesty is somebody rise’s choice ior liim 
then he might not follow it thinking that dishonesty 
perhaps would be a better norm to serve his self-interest. 
Aud all his actions would thus become different from 
that which they should be i.e., they would be dishonest rather 
than honest. In such a case, it is said then, that his actions 
would not comprise the subject matter for a normative science. 

This interpretation of a normative science, however, is 
very narrow. And yet we shall presently see that even ac¬ 
cording to this narrow interpretation of the phrase “norma¬ 
tive science” Economics is normative in character. We call 
this interpretation narrow because it seems to assume some¬ 
thing which is not necessarily implied in the meaning of the 
phrase 1 normative”. Normative means according to a norm 
and there is nothing in this meaing to indicate that the norm 
should be necessarily the one chosen by some outside authority. 
But even if this qu&lificatiou is added irom our side, tin so fer 
as Economics studies human behaviour in relation to Jhc noon 
or,idcal of the muimisaliou of wants^.choseu lor man by the 
outside authority of an economist, Economics is a normative 
science also. 

A further nairowncss in interpretation comes in evidence 
when it is said that the norm in relation to which human be¬ 
haviour is to be studied (by a normative science) must be cho¬ 
sen by only ap articular outside authority viz.,the manofEthics. 
Normative science thus turns out to be a science which studies 
human behaviour in relation to some ethical principles. 
It need hardly be said that (his interpretation puts a further 
unnecessary qualification on the meaning of the phrase "nor- 
(native science” and makes it look almost identical with Ethics. 
If “normative science’' and Ethics are the same thing, why at 
all was this phrase coined then ? And is Ethics only a norma¬ 
tive science through and through ? Is it not a positive 
science also in the sense that it has first toltudy human actions 
as they are in relation to its norm and then point out how they 
should really be? And this brings us to yet another in eresting 
point that even that which appears to be a comletely norma¬ 
tive science is partly positive also and only partly normative. 
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However, now, even if this very narrow and arbitrary in¬ 
terpretation of a normative science is accepted as correct, 
Economics turns out to be a normative science. For, the norm 
of the minimisation of wants is the one with which no man of 
ethics'or moral philosophy or religion will have any single 
tpsputc whatever. Understanding by Ethics, morality or Re¬ 
ligion the same which they usually mean, the ideal of Econo¬ 
mic Science, one would say, is an essentially clhical or moral 
or religious ideal. 

The proper interfnetalion 

But all these interpretations uniu • .u ily limit the su | • 
of a normative science. And w. should noi, therefore, under¬ 
stand by it anyhiint, other than this that it studio* human 
behaviour as it should be accoiding to <my norm whatever on 
earth. And in tlm sense not only Eon units, but all sciences 
thatfstudy manoi mat er are noi math'* in character. A piece 
of rock which horns parlol <* phyoit>sfs study happens to be 
afilis because Nature, which gave it birth, had thou 'lit thal it 
should be of this norm. And in so far as the science of Physics 
studies this piece, it is both .1 positive as well as a normative 
science. As with this science so with the human sciences also. 
Whenever a human science studies som* existing human 
behaviour, that human behaviour is nerr^ vily the one which 
the man in question had thought he stiould have done. And 
thus any science studying a human hehavioui b< uuin* norma¬ 
tive also in chaiacUr. 

The positive uh't ,.ormliv uptcti of Ero'mnv 1 

But this leads to a tunny stale ol atlair . Jlow tan the 
same science be posiihe and uoimative both at the same 
.time ? A normative .science is the one which is wholly norma¬ 
tive and there is no element of the other variety in it.. $q also 
jsa science posilivc only when it is completely lacking in the 
normative element. II both the elments exist tide by side i.e., 
a science is partly n01 mative and partly positive, ihra this 
alone gives sense that we say thal there arc two aspects posilivc 
and normative to the same science rather than that the 
positive and normative sciences have been robed in to one. £wo 
sciences cannot make up the same science bu< two aspects can. 
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A pd so instead of saying that Economics is both a positive 
and normative science we say that the science of Economics 
has both the positive and normative aspects. The positive 
as pect is concerned. witJk.Sttid^ipg the h uman behanopr as It, 
indicates”!tlcIT to an economist and the normative aspect is [ 
concerned with wheie that behaviour stands in relation to 1 
ibcoBjccf WhichThr maiT concerned wa'nted to acbicxp. This " 1 
JaTTcr Trrndy ft cflllcdThc.study of equilibrium. The study of 
equilibrium is a su f geslion to a man that though he thinks 
that his behaviour a. il is, is the same as it should be, it may 
leally not be so and lie should make such and such adjust¬ 
ments to adiieve hi* ultimate objective* Sometimes the imme¬ 
diate stand aids of conduct which persuade man to think that 
lie is doing what he really should, become unhelpful lor pui- 
poscsof achit vinghi* imalnorm. And then the study of equilib¬ 
rium brings him on the right path. Prof. Robbins is not 
quite conert when he says that 1 ‘equilibrium is just equilib¬ 
rium ” and “there is no penumbra of approbation around 9 ' 
it. Equilibrium itself implies, in some sense, a certain ideal 
m,''c of affairs and is a stiong pci suasion to human beings to 
adjust theii belnxieui to it or else (heir final object, standard 
norm would be slipping off hnm theii lunds, leasing them 
■ oping on the wi ong ti acks. And‘*0 the theory of equilib¬ 
rium, concerned with pointim nut to the people the righl 
i* nh lot teaching their destination, ha- beyond any question 
01 loubt, a definitely noimath e beating about it and must 
iu exit ably be regarded as constituting the normative aspect of 
the Economic Science. 
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ECONOMICS AND OTHER SCIENCES 

Wherever there is society, the social aspect of a man's 
life comes to play an important role in the determination of 
his choices. And hence all sciences concerned with such an 
aspect get to be thickly related to the science of choice. Eco¬ 
nomics and social sciences turn out to be relatives of earli 
other. 

Economic i and Politic: 

Let us imagine a society where the government ruling ovei 
the people is a weak one and cannot protect them. Naturallv 
enough, if the people are to live they will have to make arrange* 
ments for self-defence. And then the want or choice for tie* 
procurement of guns and swoids would have to have a prioii- 
ty over, probably, all other wants except that ol food. Edu¬ 
cation might be neglected unless it be that the resources at the 
disposal of men are vast enough to satisfy all the wants of food, 
defence, clothing and education at the same time. If edu¬ 
cation is neglected the mental capacities of the pcoplcto decide 
between the light and the wron* go down. And this has a 
further impacton their scale of < Ik tires. It is evident, there¬ 
fore, that a certain political set-up in a society will have so many 
direct and indirect repercussions on the economic element of 
men’s decisions i.e., on the making of their choices, and conse- 
quentlyalso on the actions lhat wouldfollow from them. Poli¬ 
tical Science, therefore, has a relation to Economics in so far as 
elements of the former influence ihose of the latter. And then 
the choices also exert a great influence on the political set-up 
of a society. If people choose to spend more time and energy 
on cultivating goodness rather than on producing bombs, 
then they might also like to have only a non-aggressive non- 
diplomatic government in place of one which is complex and 
full of political intrigues. The achievement of the objective 
of the minimisation of wants might shift on the studies of 
Political Science to forms of _ Government, perhaps, entirely 
different from those that are in evidence these days. And then 
we would say that Economics has changed the very data or 
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institutions on which Political Science is to build itself. In 
a like manner can Political Science change the data for econo¬ 
mic studies by suggesting forms of government which would 
imply a different scale of choices from the one obtaining at 
present. 

Economics and History 

In so far as the past of men has a bearing on the determina¬ 
tion of their choices, History is evidently closely related to the 
srience of Economics. And then there often arises the need 
of historical evidences 1 o prove the validity of certain econo- 
mir laws. So great was thought to be the importance of His¬ 
tory in Economic 1., (hat some economists in Germany went 
1 o the extent < f maintaining that Economics without reference 
to History might easily become a meaningless science. We 
may not agree with this opinion, but we would not dispute 
that I fist ory and Economics are clo.' ely related to each oilier, 
flistuiy changing the data of Economics and Economies also 
changing (lie data 011 which Hisloi) builds its own struc¬ 
ture. If men decide to minimise the wants throughout the 
world, human hisloiy would leap 011 to a different channel 
altogether. And we may not have anything to hear of wars 
and conquests for a considerably long time to come. If men 
decide to allow themselves to be gripped by the past jealousies 
of nations, their choices or economic decisions might never 
lall on (he erection of temples, mo'ques or churches as much 
as 011 the setting up of armament factories lor a war. 

7 he nature oj the relationship 

But the reactions of Economics on History and Political 
Science mid the reactions of History and Political Science on 
Economics do not change the scope of these sciences. At least 
of Economics we ran rertainl) say (the other sciences do not 
deeply concern ns here) that even though when the insti¬ 
tutions or governments which Political Science studies change, 
the choices of men also change to a degree, the general body of 
Jaws or conclusions which make up the Economic Science is 
affected or changed not a bit for that reason. Nor is that 
body affected or changed when the facts arc pointing towards 
peace ralhci than war and men have decided to hi m>)» r ami 



H 


FUNDAMENTALS OF ECONOMICS 


sympathetic to cadi other. Whatever be our choices—whether 
for tne construction of armament factories and the production 
of bombs, guns and cannons or for erecting churches, mosques 
and temples and turning out books on religion, ethics or moral 
philosophy, the resources to be spent will continue to be 
arranged in accordance with the principle of equi-marginal 
utilities. And the same law of supply and demand will 
determine the value of connons and bombs which the pricing 
or valuation of books will inevitably demand for its own 
purposes. So Economics, History and the Political Science 
are related to each other not in the sense that the influence 
oT one makes the rest extend or contract their respective 
scopes but in the sense that when data pertaining to one change* 
the data pertaining to the rest are also affected. When data 
change fresh theories or conclusions might crop up and to this 
extent Economic Science would be richer also but that would 
not imply that Economics has become any wider science for 
that reason. The field of Economics would remain constant 
in area, though the crops in that field mHil l-'T.une intense 
in growth. 

Economics and Psychology 

The relation of Economic', to Psychology is ihe sanr as 
that of Mathematics to axioms. The base of any choice is 
the utility which the satisfaction of that choice wiJl bring. And 
utitliy is a psychological phenomenon. So that in Economics 
we have to assume that each man has a psychological crav¬ 
ing for utility or satisfaction just as in Mathematic 4 wc 
assume that if equals are added to or subtracted from equals, 
the result would be equal. If this axiom turns out to be 
incorrect, the entire literature on Mathematics will become 
a piece of trash. So also if it is proved that we do not 
have a craving for satisfaction of our choice, the whole 
structure of Economic Science will come down to the ground. 
Psychological assumptions are the base on which Economics 
stands. 

Economics and ihe physical sciences 

Therdation of Economics to sciences like Physics or Chemis¬ 
try is essentially of the same type as that of Economics to ihe 
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social sciences. Only that, it is not as evident in this case as it 
is in the latter one. The studies of Physics result in inven¬ 
tions and change the facts of human existence. So do the 
studies in Chemisliy. The cobbler gels replaced by the shoe 
factories. And thus new data arise for the Economic Science 
to study and draw conslmions from. But whereas the impact 
of History and Political Science on the facts of human existence 
and consequently on the data of Economics is direct and more 
evident, the impact of the physical sciences is indirect anct less 
evident. The impact of the economic data or choices on the 
physical sciences, however,is more direct. When men decided 
to produce weapons for winning a war, the science of Physics, 
to take one example, immediately shifted its attention to the 
study of explosives. The atomic bomb is a unique example 
olthc impart of in'n’ choices on iIm* studies of a physical 
science. 

Economic* and Mathcmath 

The relation ot Economics to Mathematics would be dear¬ 
er when a discussion of the analysis of economic data and the 
drawing of conclusions thcicfrom is taken up in the succeeding 
chapter. Meanwhile we may say that in so far as all choices 
imnlvo a comparison of utility and all comparison involves 
valuation, and all valuation imp'ie. mathematical calculations, 
economic duvimis would be impo-siblc without the aid of 
Mathematics. And hence Economics has an indispensable 
relationship wii h the science of Mathematics. This, as we see, 
is apart lrom the lact that Mathematics assists, like Logic, in 
the collection ol fncls, and their analysis anti in the drawing of 
couchi.ions therefrom. 

Economics and Ethic \ 

The relationship between Economics, and Ethics is so close, 
despite the attitude of western economists on this question, tha* 
they can easily resemble each other. The general theorising in 
Ethics is different from that in Economics. But in so far as 
Ethics has the aim of persuading men to do right things, Econo¬ 
mics and Ethics become almost identical. Doesnot an econo¬ 
mist say that we should keep our wants to the minimum ? And 
is not this a persuasion to do the right thing ? Western econo- 
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mists might come forward and say “How do you know that this 
objective of minimising the wants istheright thing for men to 
do ?*’ We would put them a counter question : “How do you 
know that this is not the right thing to do ?” Even when Ethics 
lays down that honesty is the best policy for men in all times, a 

3 uestion as to the why of this statement can easily arise. But 
iere is no mathematical proof to show that honesty is the right 
thing. And we have only to take it for granted because each 
generation, whether it lias practised it or not, has called it the 
right thing. So alsowith our own statement that men should 
1 end to live a simple life (and this is what minimisation ol wants 
implies). We take it that it is a right thing to live a simple life 
because each generation has called it a right thing. In fact if 
we consult any man of ethics or religion, he will at once say that 
the object of Economics is nothing different from an ethical or 
religious principle. And in the sense that both Economics and 
Ethics exhort men to follow this principle, they can easily be 
regarded as identical with each other. What cl 1 e now can be a 
proof of the deep and intense relationship betw"'n Ethics and 
the Economic Srienc* 
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LAWS IN ECONOMICS 

A law, in the context of any science, is statement of a 
causal relationship between two sets of phenomena. If in the 
course of an analysis of the “why” of a phenomenon 27, a scientist 
happens to arrive al a phenomenon A , then his statement that if 
A happens, B too would, assumes the form of a scientific law. 
It is, for example, a very obvious experience that we do not con¬ 
sume infinite quantities of any commodity. If now as a result 
of our enquiry into the “why” of this phenomenon of finite 
consumption we come to the phenomenon ot d iminishing 
satisfaction, then this statement that if diminishing satisfaction 
obtains, consumption in the same stretch of time is sure to be 
finite takes the form of a scientific law. Also, if while analysing 
a certain phenomenon A we arrive at a certain phenomenon 
B which follows A as effect follows cause, then too the statement 
lhat if A happens, B would, assumes the form of a scientific law. 
Tliis, however, is the study of a cause leading up to the dis¬ 
covery of the effect, whereas the former example is the study of 
an effect leadingup to thecausc. But whatever the way we pro¬ 
ceed or study, so long as it is possible to connect two pheno¬ 
mena by a thread of causal relationship i.r., if one of them hap- 
P' 11 s, then the other, too, must, just so long wc ran make state¬ 
ments of a law in a science. 

Ik t commie law 

An economic law establishes causal relationship between 
srts of such phenomena as are connected with the problem of 
the formulation and the satisfaction of the human choices. 
Hie statement, for example, that if price rises, other things re¬ 
maining the same, demand would go down is an economic law. 
It connects two phenomena—one pertaining to the rise in price 
mid the other pertaining to the decrease in demand botn of 
which have an impact upon the scale of choices of a human 
being. And then the connection thus stated is also a causal 
connection, one phenomenon being the cause of the other. 
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The establishment of any such causal relationship, how¬ 
ever, is a difficult task. And unless one has been logical in his 
analysis one may arrive at a rclaii mship which though see¬ 
mingly causal is not causal in sub,tame. Let in take an 
example. If more employment i in i\ identc in a country at 
a time when the govcinmenl happens to spend ample money 
on public works and its own indiv trie,, it would not be a logical 
law to state that if moir public work 1 - .ui* uudit taken and more 
industries nationalised employment will ini vi-ably increase. 
The causes of employment m'ghl hv/e oho Iren increase in 
piivatc expenditure ol bu'incssmcn, conuimusand foreigners. 
And if such an expenditure eoes down, dcpiic the goxmi- 
ment’s own high npenditut'* on its public works and 
industries, the employment may not inc.t.»,e. Unless we qualify 
'his statement by attaching some nvu* a c 'unrip lions or condi 
lions to it, it cannot be regarded as a scientific law. 

The fun pose of a low 

Inow, the cu&Unic ol law, in an> iciiiuc should have a 
purpose behind it or men would not bother their heads to find 
them out This purpo,e, to be brief, is to help men to pi, diet 
and to adjust thunseh es to what mfoljt oj "hr u’d happen Fr*i 
example, the law that if ims’mum mom pais ic enue », i » h • 
achieved then marginal reeeuae anrl •L'*m u t ual er* t mu 1 h * 
equal tan assist a monopi, 1 ’ i lode'emim* tin ovum tint 
would maxim'>ehi^net r e\(m t e. If lh*i.*w ivn^K * ,wn 
to him he would not b <5 able to decide whit amount, multi 
eertain conditions of d* maud, he ‘horrid produce (o;>< c ni.v i- 
mum profit. Nor would lie know where he has gone wrong 
and why, and how he should control his production to achicv c 
the highest monoploy revalue for himself. But a knowledge of 
the law would easily help him to foiccast in advance, what, if 
such and such happens to be the demand curve at a future date, 
he should produce and how he shouldcontoil his production 
to adjust himself to the conditions indicated by that demand 
curve in order that his monopoly revenue might be maximum. 

The scope oj a law 

Evidently enough, the greater the scope of a law, the more 
will be the pet,pic to benefit b) it When we say that if Lucknow 
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is nearer to Allahabad Ilian Delhi is, then the rail transporla- 
tionocharges for a quantity of Allahabad wheal for Lucknow 
are smaller than they arc for Delhi, we are propounding a causal 
relationship which is narrow, and would not apply to limits 
outside the area set by Delhi, Lucknow and AUaJiabd. But 
when we say that if a consumer wants maximum utility out of a 
given income and taste, he should so adjustit that the marginal 
utilities from the last unit of expenditure on the various'items 
of consumption arc equal, we are stating a law whose scope can 
spread from one corner of the earth to another and in all times 
when people have the object of maximising theii satisfaction. 

But the wider is the scope of a law, the more absli act does 
it become. The law of consumption, as we have just seen, is 
rliflii alt to grasp. But the law of the behaviour of transput ta- 
tion charge? for wheat between Delhi, Lucknow and Adana bad 
is <■() ra.sy and concrete that without the least exertion of mind 
we am get at the meaning that it wants to convey, hiom the 
poiu t of view of practice 1 he la 11 n law, though narrow in scope, 
has greater allrauions than the former one. The wider the 
scope nf a Jaw, the more abstract it tends to become and also 
less ratching for purposes of piaciice. 

The universality oj j cientijic laws 

Had practice alone been the consider. tion,wi (ouldhave 
easily laid it down that laws having mor e concrete shape would 
lie better than those lias in g vagueness in them. But there is yet 
another consideration which is important however, and that is 
that the laws in a science should be as little conditional or hy¬ 
pothetical as possible. And tliis implies absence of a large num¬ 
ber of conditions from which a law rs derived. To take our own 
example, Ihe wheat transportation law says nothing nf what 
might happen if rice or cotton or coal were the articles under 
consideratrnn. Not does it say what beha viour would be in 
evidence when the means of transportation changes from 
locomotives to the automobiles or ships or the air planes. It 
is thus highly conditional and would apply only where wheat 
and the railway liansport and the three cities with respect to 
which it has been propounded arc taken into account. But 
the law of consumption would apply whei ever there is a certain 
income and a given taste for the articles to be bought out of 
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it. And whether it be wheat or cotton, coal or rice, or it be W 
or X or t who consumes it, the law is bound to apply under 
any skies crowding over this globe. Thus we see that when 
the scope of a law becomes wider, it becomes vague no doubt 
but it also gets less and less conditional at the same time, making 
possible thereby its own applicability to a greater variety oi 
things and people. If Economics is to have maximum per¬ 
manence and universality as a science, its laws must embrace 
as large a variety of situations as possible. 

The Nature of Economic Laws 

The laws of Economics arc said to he, generally, low. exact 
than the laws of the physical sciences. We shall presently sec 
whether this is really true or nol. But we can certainly say 
that it is extremely difficult to test the exactness of the economic 
laws in the laboratory of real human life. We rannot, for 
example, prove whether when a consumer has given taste and 
income, maximum utility to him would come only when he 
arranges his expenditure in accordance with the law of equi¬ 
marginal utilities. His income may change and his taste too 
may. And thcn,whalsurety is there that when the marginal 
utility of any item of expenditure turns out to be slightly greatei 
than the rest he can reduce its purchase by such a small amoun t 
that its marginal utility becomes ultimately equal to that of the 
other items ? This could be possible if the articles were to br 
bought in small units only. But sometimes cabbages might 
be bought alongside with camels and though a cabbage or two 
might cause only slight variations in marginal utility, a camel o; 
two would cause very vast variations, and might render ad¬ 
justment of perfect equality of marginal utilities an extremel) 
difficul task for the poor consumer. 

Marshall's views 

Marshall’s statement that the laws of Economics are to be 
compared with the laws of the tides, rather than with ihe s imp le 
andexactlawof gravitation can be interpreted to mean nothing 
beyond this that whereas the law of gravitation can be proved to 
be exact in practice the law of tides cannot be and hence econo¬ 
mic laws should be of the variety of the law of tides rather tHaji 
of the law of gravitation. But it is one thing to say that the 
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laws of Economics, owing to the difficulty of experimentation, 
cannot be proved to be exactly applicable ana another thing 
to say that they are necessarily inexact or less exact than the 
laws of the physical sciences. 

All laws conditional though exact 

In fact if the analysis which has led to the discovery of any 
law has been perfectly logical we would be completely justi¬ 
fied in saying that, under the assumptions that are attached to 
it the law is necessarily exact and shall apply whenever and 
wherever those assumptions obtain in real life. And in this 
sense there is no difference between the law of gravitation on 
the one side and the laws of tides and of Economics on the 
other. Both assume a certain set of conditions, the law of 
gravitation assuming that no forces are working to counteract 
the force of gravity and the law of equi-marginal utilities 
assuming lhat the consumer has the same income and taste 
while making his choices at any given period of time. And both 
would apply in real life just so long as the conditions attached 
lo them obtained. It is a different matter, however, that 
whereas in the case of the law of gravitation the conditions 
can be created for purposes of actual experiment, in the easeofthe 
economic laws they cannot easily be created. But we cannot 
for that reason call economic laws inexact. The exactness 
or inexactness of any law depends upon the mathematical 
precision with which it follows from its assumptions. If from 
the assumptions of maximum utility and some given tastes and 
income for a consumer, we can logically or mathematically 
i eason out that he must arrange his expenditure in accordance 
with the law of equi-marginal utilities, then whether this law 
cun be tested by experiment or not, it would continue to 
remain as much of an exact law in itself as any of the laws of 
the physical sciences. 

We can, therefore, say that apart from the fact that the 
economic laws cannot easily be experimented, there is no 
difference whatever, between the nature of the economic laws 
and that of the laws of the physical sciences. Both assume a 
certain set of conditions for operation (and this makes no 
difference to the nature of the laws that some are based on a 
larger number of assumptions whereas others are based on a 
smaller number only) and in so far as they fellow logically or 
mathematically from their assumptions they are both equally 
exact or accurate also in themselves. 



CHAPTER VI 

METHODS OF ECONOMICS 

Induction anu deduction 

The methods employed hi Economics are the same as those 
employed elsewhere—the old familar methods of inductive 
ana deductive reasoning. Induction or the method of induc¬ 
tive reasoning is, what may be described as, the technique of 
a practical approach to the problems of a sci5p.ce. Herein 
we are concerned with associating a generalisation with prac¬ 
tice in such a manner that the disparity between theory and 
Ijiarticc is brought down to the minimum. We can cither 
formulate a law after having studied a large number of similar 
situation 1 as they obtain in real life 01 wc verify an ahead) 
established law with reference to the existing situations. 
The former way is known as the statistical method of approach 
and the latter as experimentation. Inductive reasoning 
therefore, can take the form of either or both of these 
approaches, the statistical method and the method of. 
experimentation, the first being concerned with extracting) 
laws out of a large number of fac's collected from real life and' 
the second with testing whether the laws derived through,' 
abstract reasoning rightly describe the reality that happens 
to exist around us. 

The inductive reaming expeimentation 

Inductive reasoning is thus an attempt lo mu m\l generali¬ 
sations willi reality. The statement Unit induction proceeds 
from th** particular to general it, liowct cr, a uanow statement. 
For then induction in a way would become identical with 
the statistical approach only which as we have seen is only 
one of the forms which induction can take. 

Experimentation in Economics, as has been pointed out, 
is an extremely difficult task. If the situations in the midst 
of which we have to work out the experiment were control¬ 
lable, all would be well. And in this respect the physical 
sciences unquestionably stand on a favourable ground. But 
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for an economist to find out whether an increase in expendi¬ 
ture on public works would augment general employment 
in the country it would yet be long before he succeeds, 
For, he cannot control the expenditure of private businessmen 
and industrialists. Nor can He order the countries abroad 
to keep their respective expenses and techniques of production 
constant so that there is no change in the quantity and the 
quality of goods that are flowing in from outside. And all 
these are factors that have definite reactions on the general 
employment of a country. 

But that docs not imply that an economist should try no 
experiments whatever. In fact the greater the knowledge of 
the economist on the problems of public works and unemploy¬ 
ment and the greater the number of specific cases (where 
public works and employment are related to each other) 
1 o be examined, the greater are the chances for the success 
of an economist’s experiment in this particular field of 
the effects of pub’ic works on the general employment of 
the country. And as with this, so also with the other problems 
of Economics where experiment is wanted. 

The statistical method 

The suggestion for a statistical approach also comes be¬ 
cause of the difficulties of experimentation. If testing is diffi¬ 
cult, let generalisations be based on facts rather than abstrac¬ 
tion so that the very need for testing is obviated altogether. 
This opinion has been held by a number of economists 
in the past and even today there are some who hold 
firmly to this opinion. That the statistical method has its 
own place of importance in a science would not be disputed. 
But to make it a substitute for deduction or abstract 
mathematical analysis is, to say the least, to betray complete 
lack of understanding of the very nature of scientific 
generalisations. 

The advantages of the statistical method are evident. 
It makes it possib’e that economic generalisations be based 
on the facts so that there may be the least vagueness or un¬ 
feasibility about them. And then it might, assist in correc¬ 
ting the abstract theories of the past which grew because 

gra 
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experiment was not possible, but now when statistical data 
had been collected and generalised the gap between the real 
and the unreal could be easily discovered. 

In some cases, one might say, we cannot but apply the 
statistical method of analysis. These are specially those 
where some detailed information is wanted. For example, 
there is the question “What would be the exact consequences 
of a high tax on tea or coffee on the economic conditions 
of the people of India?” Unless we know facts relating 
to the elasticity of demand for these articles, the ease with 
which one of them can be substituted for another by their 
respective growers and a variety of other connected facts, we 
cannot give straight answer to this question. 

But the collection of facts is no easy a task. For realit) 
though obvious is complex too. And to disentangle out of it 
that which concerns an economist might require an extremely 
intelligent and a well-informed mind. It requires a man who 
knows perfectly Well the difference between the economic and 
the non-economic and has a thorough knowledge of the theore¬ 
tical apparatus of the Economic Science. He must, for example, 
know the general theory of the elasticity of demand, of inci¬ 
dence of taxation and so on, before he can be expected to make 
a proper collection and study of the data required to find out 
the precise effects of a tax on tea or coffee on a people. 

This proves to us that factual study is not possible without 
the help of those abstract or mathematical theories which 
Economics has been inheriting for a long time past. The 
method by which a major part of such theories has grown 
is called deduction. It was greatly used by the classical and 
the Austrian economists. Amongst modem economists also it 
is being used with no less an ardour. In fact the growing 
use of Mathematics in Economics today is an evidence that 
modem economists hold deduction as of far greater impor¬ 
tance than induction. 

The deductive reasoning 

Deduction or the method of deductive reasoning is what 
may be described as the technique of an abstract approach 
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to the problems of a science. It would take up a few undis¬ 
puted fundamental facts and after adding, some assumptions to 
them build up a theory which may or may not correspond to 
reality. There is no questioning about the fact that when 
more and more units of a commodity are consumed in the 
same stretch of time, the marginal utility of the units goes on 
diminishing. On the strength of this fact and the assump¬ 
tions of maximum satisfaction and constant tastes and income 
the economist will discover that an individual must arrange 
his expenditure in accordance with the law of equi-rnarginal 
utilities. He would not bother his head whether it is a fact 
that an individual wants maximum satisfaction and whether 
his income and tastes are really constant. His approach will 
be purely academic; he would need no collecdon of statistics 
to arrive at his decisions. And in so far as this is so, we 
would say that the economist is working out his generalisa¬ 
tions through the method of deducdve reasoning. 

Merits of deduction 

Deduction leads to exactness in a generalisation. Logic 
is an unfailing companion; so is Mathematics. And if we have 
used them properly in analysing our assumptions and arriving 
at our generalisations, the results would be as exact and unim¬ 
peachable as is the statement that two plus two make four. 

Deduction, moreover, is simple for it helps us to get results 
without the botheralion of collecting statistics which, as we 
saw above, is a complicated affair. From a few basic facts 
we can deduce a number of laws in a short time. Sometimes 
we happen to arrive on results which no amount of statistical 
study could have brought to our science. 

In view ofthcfact that accurate experiments arenot possible 
in Economics, deduction assumes a still greater importance 
for the economists. And as time advances Economics is 
getting more and more mathematical and abstract. 

Both deduction and induction 

' There are evident dangers in being too abstract. Econo¬ 
mics is a science of human behaviour and as such we 
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most see to it that us study does not by-pass that which 
happens in the actual life of men. Nor should it yield results 
that are unrealistic. But for fear of such dangers we 
cannot make Economics a matter-of-fact science only 
and give up all abstraction. Sometimes abstract results 
give rise to facts just as facts give rise to abstract results. 
And so both abstraction and a factual approach must 
get along side by side each helping the other and con¬ 
tributing to the richness of our science. Induction alone 
or the factual approach will never succeed in taking the 
people forward. For it only repeats in a generalised language 
the same old facts of human existence, and gives nothing 
new to be worked out. Nor will deduction alone serve any 

a osc unless we all want to be dreamers of a fool’s paradise. 

, therefore, must be utilised though not necessarily in an 
equal degree. Sometimes deduction might be used more 
than induction and sometimes induction more than deduction, 
depending naturally on the circumstances of the people. 
But both will have to be used at all times and for all people 
or else Economics will be said to be moving unbalanced on a 
single leg only. 
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ECONOMIC STATISTICS 


Jfeed oj statistics 

Economics is the attempt to measure all sorts of human 
values in terms of grain or gold or human labour or in some 
other way. If all the grain and all the gold were produced 
regularly by the same amounts of labour all the three ways 
of measuring could be used interchangeably. For example 
if 15 maunds of grain could be grown and reaped and thrash¬ 
ed and brought home with 300 days of labour and if 2| tolas 
of gold could be mined and purified and carried home with 
the same 300 days of labour, we could measure a tola of gold 
by 120 days of labour or by 5 maunds of grain, and we could 
measure a maund of grain by 20 days of labour or 1/6 of a 
tola of gold. But it usually happens that grain andgold cannot 
be so easily measured in terms of labour. For example, if 
a man tries to double his grain by using the same amount of 
labour on a second bigka of land as he had used on the first, 
he will often find that the second bigha is less fertile, and 300 
days of labour may only produce 12 maunds instead of 
15 maunds. Or even if he puts 600 days on the first bigka , 
it is very unlikly that he will produce 30 maunds. On the 
other hand, if two men work together for 300 days, if one is 
stronger and the other cleverer, by letting one man do all the 
work requiring more strength, and the other work requiring 
more skill, it is possible that they may more than double the 
grain which they produce. 

But another difficulty is that one of the two men may not 
consider the other’s labour equal to his own, and may de¬ 
mand all the surplus, whereas, if they had not co-operated, 
there should have been no surplus. 

A still greater difficulty arises from the fact that the same 
300 days of labour may produce 20 maunds of grain one 
year and only 10 the next; and worse still, the two men, 
working separately, may produce different crops the same 
year, and we often cannot tell whether one worked less hard, 
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or whether the rain was less helpful to him! We sometimes 
cannot even tell in the latter case whether there was too little 
rain or too much! 


Scientific methods 

' It is from difficulties such as this that the need of statistics 
arises. If we wish Economics to become a science it is abso¬ 
lutely necessary to adopt scientific methods. It is generally 
conceded that the scientific method consists of four stages: 

(1) Observation, 

(2) Induction or Inference, 


(3) Deduction or Application, 

(4) Verification by Statistics. 

The nature, and importance of these four stages of scien¬ 
tific method have been discussed in a previous chapter. In 
brief it may, however, be repeated here that the quest for 
knowledge begins with the observation of some very si mpl e 
fact which appears to be almost universally true, such as the 
fact that we cannot eat twice as much at almost the same time 
and get double the pleasure several hours later. From this 
we may infer the law of diminishing marginal satisfaction: that 
after a certain fullness, each additional mouthful gives less en- 
joyment. We may widen this generalization to apply to 
clothing and furniture, to recreation and even to sleep. We 
may now add another observation, that everyone has a limited 
amount of tun-, and almost eveiyonc a limited amount of 
money. And we arc now in the position to infer the laws of 

?[ P?P° rtionali ‘y» which would 
tell us how a family would divide their time and their monev 

among various u<es, if only we could also know their relative 
S*-~ . f ° r . aI1 th j satisfactions ihey might obtain by 
dividing their time and their money in different ways. 

l tagC il bcc T” neccssar y to make a theoretical 
hypotheais, to assume that we know the scale of preferences 
of an average family. If this is assumed we can deduce bow 
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the average family with a given income will spend its time and 
its money. We might even deduce how a given change in tax 
would affect these expenditures and the revenues of govern¬ 
ment. Deduction from a hypothesis thus makes possible the 
application of economic theories to a practical problem. But 
if the hypothesis is faulty, the conclusion may be unreal. 

We are now ready for the fourth stage, that of statistical 
verification. We collect statistics of family budgets and see 
how closely they agree with expenses calculated. . We may 
find that they verify our predictions, for deduction is nothing 
less than prediction; but the chances are that the actual result 
does not fit the calculation very well. In that case it becomes 
necessary to modify our assumption, and to find one that is 
truer to life, if possible. In too many cases economic theory 
has stopped short at deduction and has never bothered to 
verify its reasoning, even when there was plenty of evidence 
to prove that the reasoning must somewhere be false. For 
example, we might reason from every day experience in the 
sharing of food that if the population of a country doubled 
each family would have just half as much. But we find 
from the statistics of several countries in the igth century 
that whenever the population doubled the wealth increased 
fourfold, so that the average family had twice as much ins¬ 
tead of only half—the very opposite of the expected result ! 
Here there is need for drastic revision of theory, and every 
theory, if it is to apply to the actual life of a nation, must be 
constantly checked by statistics. 

Verification is, sometimes, divided into two parts, experi¬ 
ment and statistics. Experiment is, in truth, only a way 
of getting statistics. The difference is that in experiment 
the causes are controlled, while in statistics, as usually under¬ 
stood,. the causes are not controlled or, at least, not by the 
statistician. Experiments are difficult in Economics; first 
because we are experimenting with human beings and 
may lose many valuable lives in the process, secondly, be¬ 
cause these human beings have wills of their own and may 
change the condition during the experiment, and thirdly, 
because economic experiments take many years and the final 
results may differ entirely from the first results. For example, 
suppose we stop the export of grain, from a certain state, in 
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order to reduce the price. The first result may be what was 
expected, but the second and third years the farmers may pro¬ 
duceless grain, and in the end there may. be higher prices 
than ever before and even a dangerous famine. 

Uses of statistics 

We have seen that statistics may be used for measuring 
prices, such as the price of wheat in terms of silver or the price 
of labour in terms of wheat. We have also seen that statis¬ 
tics may be used for observation in arriving at theories and for 
verification and deduction of those theories. Statistics may 
also be used for the presentation of essential knowledge. For 
example, there are certain facts which every student of Eco¬ 
nomics ought to have at his fingers ends. We should know 
roughly the populations of the provinces, or at the very least, 
the population of our own province. We should know rough¬ 
ly the amount of food which India produces and the 
amount which our own province produces. We should 
know the quantity of cloth and the quantity of steel which 
we produce and which we consume. If Ihcsc figures are 
too big to mean anything then we should find out how 
much the average family consumes. 


Suppose we have a chart showing the production of rice 
and wheat in the different provinces of India. We can 
also represent the imports of these into India by rectangles 
placed in the oceans. Again, suppose we have a chart 
giving the average consumption of various foods in different 
provinces of India, such asisgiven in “The Food Statistics of 
India,” a Government of India Department of Food, pub¬ 
lication. We will certainly gain an immediate idea of the 
provinces which eat the most food and the provinces which 
eat the least. But it will be quite impossible to remember 
the exact quantity consumed in each province. It is for 
this purpose that we need one figure which shall serve as a 
picture of them all. This figure is usually called an ‘average.’ 

Averages 


The average is a single figure which gives the best pic¬ 
ture or the best representation of all the figures. There are 
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many possible averages, but the two which are most in use 
are me ordinary arithmetic average and the median. The 
arithmetic average, which we all learn to calculate in school, 
is obtained by adding the figures and dividing by the number 
of figures added. The median is simply the middle figure, 
a figure so chosen that half the figures are higher and half 
are lower. . It has the advantage that it can be found without 
even knowing the highest and the lowest figures, but only the 
order in which they occur, provided a few of the middle 
measurements are known. 

This one figure may be easy to remember, but it is imme¬ 
diately seen that it does not tell us anything about the diffe¬ 
rence between the highest and the lowest figures. For exam¬ 
ple, if we know the prices of wheat, month by month, for a 
number of years, we not only wish to know the average, we 
also wish to have some idea as to how much the prices 
fluctuate between higher prices and the lower prices. Such a 
figure, which measures the spread of the prices, is called a 
measure of dispersion. The simplest measure of dispersion 
is the difference between the highest and the lowest figures, 
which is called the ‘range’ of the figures. However, as it is 
recognised that the highest and the lowest may be very excep¬ 
tional figures, several other measures of dispersion have been 
devised. The early statisticians used the medians of the upper 
half and the lower half which they called quartiles. These 
quartiles are still in use because they present an idea which 
is easily understood by all students, namely that half the 
measurements lie between the two quartiles and half outside, 
so that it is equally probable that the prices at any future 
lime will lie or will not lie between these limits. Later writers 
preferred to take an arithmetic average of all the deviations 
of the measurements from their own average, regarding 
the deviations as all positive. This is called the ‘average 
deviation’. In recent years by far the most used measure 
of dispersion has been the 'standard deviation’. It is found 
by taking the arithmetic average of the squares of the 
deviations and then taking the square-root. This is a more 
complicated measure but is used because it has great mathe¬ 
matical advantages. The reasons for these advantages can¬ 
not be explained here. It need only be stated that about two- 
thirds of the measurements will be round within the limits ob 
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tained by adding and subtracting the standard deviation from 
the arithmetic average. The same limits mark the points where 
the diagram of the measurements begins to flatten out and 
the two-thirds of the measurements within these limits are much 
more dosely grouped together than the remaining third, which 
may spread out by great deviations above and below these 
limits. The usual method of picturing a group of prices by 
two figures only is to say that the average price equals tne arith¬ 
metic average of all the prices plus or minus the standard de¬ 
viation; but it is quite as effective, and is considered more 
valuable by many statisticians, to give the median and the two 
quartiles. This also has great advantages in the case of statis¬ 
tics like prices which are subject to greater fluctuations on the 
upper side than on the lower. In the case of incomes, also, 
and many other economic statistics, such as the sizes of the 
factories, the larger figures may be serveral thousand times 
the smallest, so that a measure of dispersion is needed which 
moves much further away from the average on the upper 
side than on the lower. 

Calculation oj averages and their uses 

In the first column in Table 1 is the population of the 
nine major provinces of India rounded to the nearest million. 
In order to enable the reader to take in the figures at a 
glance, these figures are arranged in the order of magnitude 
so that the middle figure, represenling ihe Punjab, is the 
median, namely 24 millions. The arithmetic average is 
27*6 and it will be found that in every case for the figures 
which are given in both Table 1 and Table II, the arthmetic 
average is higher Ilian the median except in the case of the 
excess of birth rates over death rates. In the case of industrial 
workers the average happens to be exactly twice the median 
but in most of the figures, it is not morr than 10 per cent 
higher. In all the columns, the provinces are arranged in the 
same order as in the first which means that in no other case 
are figures in order of magnitude. In fact it will be found 
that' every one of the nine provinces becomes the median 
province in one or more cases. The United Provinces gives 
the median figure more often than any other province. 
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Let us consider the following figures. 
TABLE I ’ 



Major Pro¬ 
vinces of India 




Bengal 

U. P. 

5 ° 

48 

,3 

Madras 

44 

126 

Bihar 

32 

70 

Punjab 

24 

99 

Bombay 

18 

76 

C. P. 

15 

99 

Assam 

9 

55 

Orissa 

8 

32 

Total 

248 

740 


647 

28-9 

25-0 

3*9 

456 

33'6 

236 

1 o-o 

350 

357 

21*6 

14-1 

464 

318 

21*8 

IO'O 

238 

43-8 

23 ‘4 

20-4 

235 

387 

27-0 

10-8 

156 

39*5 

37*6 

r 9 

157 

27‘9 

20-9 

7*0 

249 

32-9 

28-8 

4-1 

952 

31W 

230-6 

82-2 


Arithmetic 

Average 

27*6 

82-2 

Median ... 

24 

77 

Range 

42 

94 

F irst Quar- 
tile. 

! 3'5 

66-25 

Third 

Qjiartile 

45 

100-75 

Inter-Qjiar- 
tile Range 

3 i *5 

34’5 


328 34'75 25-62 9-13 

249 33 ‘ 6 23-6 id- 

491 159 16-7 18-5 

215 5 31*025 21-75 4-05 

462 39 3 28-125 11625 

246-5 8-275 6-375 7-575 


Half the 
Above. 

* 5*75 l 1‘*5 

123-25 

4-14 

3*19 

379 

Average 

Deviation. 

13*8 

21 '9 

125*7 

4-0 

3*5 

4*3 

Standard 

Deviation 

156 

26*9 

156-0 

4*9 

50 

5*4 
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TABLE II 


Major Pro¬ 
vinces of 
India 


Bengal 
U.P. ... 
Madras 
Bihar 
Punjab 
Bombay 
C.P. ... 
Assam... 
Orissa ... 
Total 
Average 
Median 


M 



1$ 



S 3 

B 0 

M 9 

■ • 

s 

0? 

M 


O CO w 
ccrt*: 

3? 



b 0 

0 ** 

a, m 

■ a 

a 

^ S2 
<■ ©3 

a * 5 

*> g 

■' M O 
rt art 

S ■- -M 

• ■ 

.. 

■ • ^ 


£ ■■ 

10 43 

M 

O B 9 

'£ g 

d 0 

139 

** 

Productio 
Cereals: 
Lakh Tc 

Productio 
per Adult 
Consump 
reals an 
per Adv 
4^: Seer: 

Electrcity 

generate 

lions 

Factories 

.3 

s ft 
^ 0 
s« 

HH 

Cotton 

Million 

50 

77 

216 

195 

846 

1735 

563 

46 

48 

79 

230 

240 

367 

530 

155 

118 

44 

63 

200 

220 

37 ° 

181S 

i 94 

169 

32 

40 

T 74 

180 

74 

3 ” 

93 

3 

24 

44 

256 

210 

t 95 

780 

72 

166 

18 

32 

224 

260 

*323 

2493 

479 

48 

15 

36 

336 

250 

39 

737 

6s 

60 

9 

17 

264 

220 

4 

765 

5 1 

0 

8 

15 

262 

250 

2 
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SCHOLARS—1938 

Major Provinces Boys in Thousands Girls in Thousands 


Bengal 

2953 

534 

U.P. 

1697 

154 

Madras 

2790 

433 

Bihar 

1054 

83 

Punjab 

1091 

255 

Bombay 

i 34 i 

226 

C.P. 

476 

54 

Assam 

489 

55 

Orissa 

_330_ 

19 

total 

12221 

_i8ij|_ 

Average ... 

~~ 1358 "* 

3 oi 

Median 

1091 

154 
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TABLE III 


Provinces 

Population 

Millions 

e Excess: 
Rate less 
Rate 

Population 
ated from, 
and Death 

Population 

Millions 

.1 

1 

g 


3 M 
1 ? 

Averagi 

Birth 

Death 

-I|S 

Census 

X 94 I: 

•a 

i 

Q 

Bengal 

... 50 

6-8 

53 5 

60 

+6*5 

U.P. 

48 

i 2'45 

54'3 

55 

+ 7 

Madras 

... 44 

la-g 

500 

49 

— 1-0 

Bihar 

... 32 

II '2 

35 8 

36 

+ *3 

Punjab 

... 24 

17-8 

28-6 

284 

— *2 

Bombay 

... 18 

11 '9 

20-3 

21 

+ 7 

C.P. 

... 15 

9*6 

165 

17 

+ ’5 

Assam 

- 9 

100 

9'9 

10 

4 - *i 

Orissa 

... 8 

6*2 

8-5 

9 

+ '5 

Total 

... 248 

Ml 

2774 

285-4 

4 - 8-0 


TABLE IV—India’s Food 
All foods 


Cereals : Millions oj Tons 


Rice 30 Cereals 60 

Millets 15 8 

Wheat 10 Sugar 6 

Barley and 5 Fats, Oils 7 

Maize 

- Fruits, Vege- 7 

Total 60 tables 

Milk, Eggs 6 

Meat , Fish 8 

Total 102 


Actual Weight 2 
Million tons. 
Actual Weight 2< 
Million tons. 
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The first difficulty occurs in finding the quartiles. For 
example, in the case or population if there had been 10 figures 
the first quartile would navebeeninthe middle of the lower five 
figures. Then it would have been 15. If there hadbeen 6 
figures, the first quartile would have been in the middle of 
the lower four figures, thatis half way between g and 15, which 
is is. But as there are g figures it must be half way between 
the two figures 12 and 15, which is 13-5. Another way to say 
this is that it is three quartets of the distance frem 9 to 15. In 
the same way the third quartile would be 44 if there were 10 
figures and 46 if there were only 8 figures. But as there are 
g figures it is 45. In other words it is three-quarters of the 
way down from 48 to 44. The difference between these two 
quartiles is called the interquartile range and is 31*5. As the 
average deviation and the standard deviation are only half of 
the range given by supposing that the average might deviate 
to this extent both above and below, we only take half of the 
interquartile range for purposes of comparison with the average 
deviation and the standard deviation. Thus, in this case 
the semi-interquartile range is 1575, the average deviation 
15*6. Here it is the largest but usually it is the smallest of the 
three. It can be shown theoretically when in many cases the 
semi-interquartile range is about two-thirds of the standard 
deviation; while the average deviation is about four-fifths of 
the standard deviation. In the other columns where the 
figures are not in order of magnitude it will be best to arrange 
them in order before trying to find the median or the quartiles. 
A short method for finding the average deviation and the stan¬ 
dard deviation is explained below. 

It can be proved that the average deviation is least when 
it is rheasured from the median whffe the standard deviation 
is least when it is measured from the arithmetic average. We, 
therefore, would write the average population of a province 
in India either as 24+13-8 if the median is used, or 27-6+ 
15.6 if the arithmetic average is used. Our labour can be 
saved in calculating these deviations by choosing a number 
between the median and the nearest figures above and below. 
For example, take 25 in this case, and calculate all tlm devi¬ 
ations from this number. Then by omitting the deviation 
from the median itself we obtain the sum of the deviations 
from the median. Again these deviations must be squared in 
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order to find the standard deviation and they are much 
easier to square than the deviations from the average. But 
after adding the sum of the squares we must subtract the square 
of die difference between the average ajid the number we have 
used in calculating the deviation. In this case the Bquare of 
s a 6 would be subtracted from the sum of the squares as cal¬ 
culated and this would give a sum of the squares of the actual 
deviations from the average. The number chosen may be 
the median or any number betweem the median and the 
average unless one of the other figures comes in between. In 
this case the number chosen to make the calculations easy, 
should not be higher or lower than one of the numbers next to 
the median. 

The figures used in these tables are taken from the Statis¬ 
tical Abstract for British India from 1929-30 to 1938-39, and 
from the Food Statistics oflndia published by the Government 
of India, Department of Food, 1946. Several interesting uses 
of statistics can be illustrated from the above figures. For 
example, if we take the birth rates and death rates and the 
excess of births over deaths given in the Statistical Abstract, 
we can calculate the average rates at which the population 
should have increased from 1931 to 1941, although the figures 
are only given lor 8 years in the case of six provinces, and only 
for three years in ihe case of Bombay, from which Sind was 
separated, and in the case of Bihar and Orissa, which were se¬ 
parated from each other. We used the population figures for 
1031 because considciable doubt has been cast on the census 
of 1941. It has been suggested that in some cases the enume¬ 
ration may have been added to for political purposes. When 
we check the census of 1931 increased by the figures of the excess 
of births over deaths, we find a remarkably close agreement 
with the census figures of 1941 excepting in the case of 
Bengal, where the population calculated from births and deaths 
should have increased by only 3*5 millions instead of by 10 
millions (See Table III). The close agreement of these 
figures obtained in two absolutely different ways from the 
entirely distinct data greatly increases the probable reliability 
of both the census figures and the figures for birth rates and 
death rates, except in the case of Bengal, where it appears that 
either the census figure is between 6 and 7 millions too great 
or else the birth rates are fax too low and the death rates 
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far too high. We also find that the density of population in 
Bengal in 1931 was already 647 per square mile and 183 grea¬ 
ter than in any other province. If the census figures were 
correct this density would have risen to 779 per square mile 
in 1941, which is more than 250 above Bihar and U.P. Such 
a density can be explained in the highly industrial area 
around Calcutta and excessively fertile areas of the delta, 
butis very unlikely for a whole province. We may also 
notice the figures of production ana consumption per adult in 
1938-39 and 1944-45. The figures are not strictly comparable 
as the later figures, calculated from Food Statistics of India, 
include gram as well as cereals. But we may notice that all the 
industrial provinces have consumed more than they produced 
except Bengal. It seems,at least, possible that the low figure given 
for Bengalis due to the total quantity of cereals being divided by 
thepopulation of 53.5 millions. If this had been done the figure 
for Bengal would have remained almost equal to the figure 
for production in 1938-39. There arc, of course, other expla¬ 
nations, such as the impossibility of importing rice from Burma 
during the war and this would also have been enough to make 
two figures level. But both explanations are needed to make 
the Bengal figure as much greater as in the case of Madras, 
which has about the same production of cereals and the same 
number of factories as Bengal, but less industrial workers and 
electricity. 

Speaking of Indian cereals, it is interesting to note that the 
total cereals produced, on an average, is about 60 million tons 
of which almost exactly 30 million tons is rice, 10 million tons 
wheat and 5 million +ons maize and barley; the remaining 
15 million tons consists of millets given in the statistics under 
four heads, jawar, bajra, ragi and small millets. If we can 
remember the figure 60 millions then we may easily remember 
half rice, a quarter millets and a quarter wheat, barley and 
maize. However, it is most important to remember that 
India is not entirely dependent upon cereals for her food. 
The pulses, including gram (chana), lentels (dal), peas and 
beans, used to be published along with the cereals in Govern¬ 
ment statistics, so important were they considered, and as the 
U.P. grows more of them than any other province we should not 
forget them. The pulses come to about 8 million tons. Sugar 
consumption m India is equivalent to six million tons of gur. 
Fats and oils including ghee come to 7 millions. The actual 
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weight of the fruits and vegetables is about 90 million tons 
and if we estimate the value of the vitamins in these vegetables, 
this figure, perhaps, gives the truest impression of their value. 
But if we try to calculate their dry weight or the calories 
obtained, in order to compare them with the cereals, then the 
weight comes to about 7 million tons, while meat and fish are 
at least 8 million tons, though no one knows the quantities of 
fish which are caught and consumed in the villages. On the 
whole we may be assured that the total food of India comes to 
more than a hundred million tons, another easy figure to 
remember. Thus the cereals are, probably, not more than 60 
per cent of our food. 

Many other uses, both practical and theoretical, can be 
found for statistics. One more example which is important 
both in theory and practice, must satisfy us. It is that of in¬ 
dex numbers. If we wish to measure in terms of money, 
and money itself is constantly increasing or decreasing in va¬ 
lue , wf* are in the sanK position as if we tried to measure a 
table with an elastic lapemeasure, such that an inch could 
suddenly stretch to two inches and then snap back J:o half an 
inch! For this purpose we need an average of prices. Some 
prices may be increasing, some decreasing, but by taking an 
average wc get at the general trend of prices. We can also 
form an index of wages. Then by dividing the index of wages 
by the index of pi ices we obtain an index of real wages. 
Even then wc get into difficulties. For example, in times 
of depression, when prices are falling faster than wages, 
we find the index of real wages increasing, just when 
many labourers are starving because they are out of work. 
Wc then have to reduce the index of real wages by the percen¬ 
tage of unemployed to get what may be called an index of 
social real wages. Tliis, to some.extent, measures the puke 
of the nation, its standard of living, and its economic pro¬ 
gress . This may also be checked by an index of production, 
industrial and agricultural. 

Whole books have been written about index numbers, 
but the perfect index of prices has not yet been found. This 
is one 01 the beauties of statistics, that the field is still wide 
open for an enterprising and enquiring mind, and the best 
way ot measuring national progress may yet be discovered by 
some hard-working student, who does not even know much 
mathematics beyond arithmetic. 

4 FE 



CHAPTER VIII 


THE SIGNIFICANCE OF ECONOMICS 
Distinction between JrmPieai ing and light-bearing knowledff 

Often times it lias been repeated tliat knowledge is of 
two varieties—one called fruit-bearing and the other light - 
bearing. And any science can belong to either of these 
groups. It need hardly be said lhat since ultimately all 
knowledge is both light-bearing and fruit-bearing, this classi¬ 
fication of it and hence also of the sciences that describe it 
is, perhaps, misleading. That a certain science might be 
more light-bearing than fruit-bearing or more fruit-bearing 
than light-bearing is true no doubt. But this docs not war¬ 
rant that we should call a science entirely light-beaiing or 
fruit -bearing for that reason. Economics, like any science, 
has both these elements mixed up in itself. And so we 
would be right in saying that Economics exercises a deep 
influence on the minds of men on the one side and on tlieir 
behaviour or practice on the other. For that is wliat light¬ 
bearing and fruit-bearing elements mean. The light-bearing 
element is concerned with enlightening the mental capacities of 
a man in such a manner tliat he may be able to grapple with 
the facts of his existence, analyse them and find out proper 
solutions of the difficulties attending on them. The fruit-bear¬ 
ing element is concerned with suggesting to men direct 
solutions, as it were, of many problems without making them 
do much mental exercise whicn light-bearing elements involve* 
them in. The light-bearing clement in a science is more 
abstract and remote and less specific and points to no 
immediate benefits, the fruit-bearing element is more concrete 
and direct and more specific and points to immediate 
benefits. 

The significance ol Economics lies in the impact that its ele¬ 
ments exert upon the behaviour of men as concerned with the 
making of choices. The statement of the Law of Diminishing 
Utility has many impacts on the behaviour of a man. He 
will, for example, stop desiring too much of the same commo¬ 
dity. Also when he realises that the marginal utility of 
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additional money to him goes on decreasing, he would not 
mind sparing some money for charity to the poor. If men 
were not conscious of this law, they would have purchased 
much larger quantities of things than tbuv actually do. And 
so their behaviour and their choice wou’d he different, 

The chief importance of Economics 

The chief importance of Economics to mankind, however, 
lies in the stress that it lays upon the object of controlling or 
simplifying our wants. Who would dispute that a large 
part 01 our anxieties in the modern world has grown be¬ 
cause of our complex living ? When men are taken up by 
Vhe thoughts of an increasing number of wants that they 
wish tc satisfy for themselves they cannot but be selfish, ma¬ 
terialistic and forgetful of those higher values of life—prayer, 
love and truth-telling, which the fallep men of to-day stand in 
so great a need of. 

It has been suggested that Economics as a science has 
the least to do with these “higher values of life”. We doubt 
whether it is ever possible to divorce a science from any 
values of life whether high or low. It is not impossible to 
choose an ideal with which life is in harmony everywhere 
and with respect to which all sciences must conduct their 
studies. The ideal of minimisation of wants is an ideal of 
that variety. Some are of the opinion that the problem of 
ideal is the problem of Ethics. We would submit that every 
science has to have an ideal or else the very studies of that 
scicnccwould notbe everpossible. And if an ideal must be cho¬ 
sen it should be such as to contribute to better values of life 
rather than to the meaner ones. What does one mean by 
saying that Economics should not concern itself with the 
“higher values of life” ? Surely enough it does not mean 
that Economics should be associated with the “lower values 
of life” then! Or is it that he wants that Economics should 
be associated with no “values of life” whatever? If this is 
what he wants, he renders economic studies, perhaps, comp¬ 
letely impossible. For how can we study without knowing 
the relationship of human behaviour to those values of 
life with respect to which it has been undertaken ? _ The 
consideration of life's values and these too of the higher 
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variety is indispensable for any science that studies human 
behaviour. - 

A misunderstanding of the significance 

The significance of Economics has, however, been mis¬ 
understood in many matters of practical value. The Law of 
Diminishing Utility, for example, is being used by the govern¬ 
ments as a basis for all progressive taxation. The rich are asked 
to pay more than the poor because it is said that the marginal 
utility of money to them is lower than the marginal utility ol 
money to the poor. The Law of Diminishing Utility tells us 
nothing beyond this that increasing amounts of money with 
the same man imply less and less utihty to him by the addition¬ 
al amounts. It does not suggest for a moment that if one 
man has greater income than another then if the marginal 
utility of money to one is 100, then to the othei it would 
only be, say, 50. All that it would say is that if the pooiei 
man gets more money, then the marginal uitlity of money to 
him would become less than what it was before. So alsu il 
the richer man gets more money. But it is one thing to say 
that each of them would be having less marginal utility from 
money than before, if more money comes into his pocket, and 
another thing that the decreased marginal utility of money 
to the poor man would be necessarily less than the decreased 
marginal utility of money to the rich. And yet such 
comparisons are justified on the grounds of the economic Law 
of Diminishing Utility. And Economics is praised for ii 
having made possible for governments to have incomes through 
progressive taxation. Let us not praise Economics for som< - 
thing in which Economics has no hand at all. 






CHAPTER IX 

WANTS 

Definition of Consumption 

The dictionary meaning of the word ‘consumption’ is 
destruction. Some earlier economists therefore defined con¬ 
sumption as destruction of matter’. This definition might 
imply that matter is destructible. That however is incorrect, 
when a thing is used up the matter of which it is made merely 
changes its form. Thus for instance when coal is burnt it 
is transformed into carbon and carbon-di -oxide. Hence 
this definition is misleading. 

The other and a better definition of consumption is ‘des¬ 
truction of utilily’. In production, the producer arranges 
and re-arranges utilities in such a mann er as to make a commo¬ 
dity more useful. Hence in production utility is created. 
In consumption, on the other hand, this arrangement of uti¬ 
lities is destroyed. Consumption may, therefore, be defined 
as destruction or reduction of utilities. 

This definition is better than the former one becasue it 
conveys the essential idea underlying consumption. But 
its main defect is that it identifies consumption with destruc¬ 
tion of utilities. As a matter of fact destruction of utilities 
is the result of consumption rather than consumption itself. 

Marshall has given a very simple definition of consump¬ 
tion. He says that it is ‘negative production’. But this 
is what may be called a negative definition. It says what 
consumption is not; it does not say what it is. Further, in or¬ 
der to understand this definition, it becomes necessary first 
to know what production is. 

Modern definition oj consumption. In Economics, consump¬ 
tion is a process during which utility of a commodity is des¬ 
troyed during the satisfaction of a human want. Production 
then is a process during which utility of a commodity is mul¬ 
tiplied or created in satisfying a human want. The main 
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distinction between the two lies in the angle from which a 

S rocess is viewed. If the use of a commodity is looked at 
■om the point of view of some want, the removal of which 
causes a decrease or destruction of utility, it is called consump¬ 
tion. If theuseof it is looked at fromthcpoint of view of some 
want, the removal of which results in an in crease or creation of 
utility, we call it production. In every use of a commodity, 
these two aspects exist side by side. When wc cat food, eat¬ 
ing from the point of view of the want for eating implies de¬ 
crease of utility. But eating from the point of view of the want 
for health, for instance, implies an increase of utility. There¬ 
fore , it is the angle from which it is looked at that determines 
whether a particular use of a commodity is to be considered 
a process of production or a process of consumption; the mere 
use of a commodity cannot be regarded as consumption or 
production. 


Characteristics of Human Wants 

We have defined consumption as a process in which the 
utility of a commodity decreases during the.satisfaction of any 
human want. As the object of consumption, i.e., the direct 
satisfaction of human wants is of great importance in the 
study of the laws of consumption, let us consider the main 
characteristics of human wants. 

* 

The first characteristic of human wants is that each want can be 
completely satisfied when there are sufficient resources. If a 
man is hungry he can completely satisfy his want for food if he 
has got all the necessary means. Similarly ho can satisfy his 
want for food and other articles. But it is said that the want 
for resources can never be completely satisfied. Money 
is the most important of all resources. It may be noted 
that money is not required for its own sake. It is required 
for the commodities which can be had in exchange for it. 
Therefore the want of money is, in a sense, not an individual 
want but a combination of the wants of all those commodities 
which can be had in exchange for it. Hence the want for 
money which is one chief resource is not satiable although 
the want for individual commodities is completely satiable. 

The second characteristic of wants is that they are unlimited 
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in number. As soon as otye want is satisfied another arises 
and the process continues till the entire resources alt 
exhausted. However rich a person may be, the amount of 
money at hisdisposal is always limited andwith limited resources 
he cannot satisfy his unlimited wants. Hence every person 
rich or poor, has some unsatisfied wants. We can say, 
therefore, that though each individual want is satiable, all 
wants together are insatiable 

The third characteristic of wants is that they vary in intensity. 
All wants are not felt equally keenly. At any particular 
lime there is a want which is most keenly fell and when it 
is satisfied, another want which was less keenly felt begins to 
be felt more keenly and in this way the process continues. We 
can always arrange Ihc wants of an individual in the order 
of their intensity. But this is un doubtcdly true that ihescale of 
preferences would be different for different people. A cul¬ 
tivator’s scale of wants would be differentfirom that nfa student 
or a collector of revenue. 

Some wants arc complementary. In most cases commodities 
arc wanted in a group and a single arlirle of that group 
cannot satisfy the whole want. The want for tea is, generally, 
a combination of wants for tea, milk and sugar and it cannot 
be satisfied unless these three commodities are available. 
Some wants are competitive. They can be satisfied either by 
one or another commodity. When a person is hungry, he 
ran satisfy his wan! completely by taking a meal in his house 
or in a hotel, by taking sweets or by taking fruits or by combi¬ 
ning all these things. Win n he finds ihal thepricc of wheat is 
very high for him, he satisfica his want for food by substituting 
f ome inferior food grain, barley or bajra, for wheat to some 
extent. When he finds that u particular want can be satisfied 
in more than one way, he decides in which particular way he 
should satisfy it. ( 

Some wants when they continue to be satisfied in a parti¬ 
cular way tend to become a habit. When a particular nabit 
is formed it is difficult to change it. Many people become 
habituated to taking tea, intoxicating drugs or liquors and smoke 
a large number of cigarettes every day. Even when they 
realise die bad effects of the consumption of these commodities 
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oil their health and efficiency they are unable to give them 
up. But it may be noted that a want for a commodity for 
which habit is formed can be given up, if a person has a strong 
will and is determined to give it up. 

Desirability of controlling wants deliberately 

While considering the cliai act eristics of wants we found 
that wants are.unlimited while the icsouices for their satis¬ 
faction are limited. When a want is satisfied the consumi r 
feels pleasure and when it remains unsatisfied he feels pain. 
The only way to remove this pain or misciy is to control our 
wants deliberately so that the limited wants ran be satisfied 
with the limited resources at our command. The deliberate 
cantrol of wants leads to simple living and not to starvation, 
insufficient clothing or bad housing. In fact the wants for 
good quality of food, proper clothing, and shelter in well 
ventilated and clean houses have to be encouraged. The 
control of wants should result in propel selection of wants for 
fulfilment. Only harmful wants have to be eiven up and 
useful wants substituted for them. Care should, however, be 
taken to limit our wants to the resources at our disposal. If 
wants are allowed to multiply freely undesirable consequences 
arc likely to follow. 

It is no doubt true that wants give rise to activities and the 
greater the number of wants, the greater are our economic 
activities. The multiplicity of wants leads to maximum 
economic activities and the maximum production of wealth. 
But every increase in the unit of output is accompanied by 
an increase of so many wants at the same time that eventually 
if output has increased by*, wants would increase by kx 
(where k is any positive integer) leaving a yet wider gap bet¬ 
ween the pain of wants and the possibility of its total removal. 

* Some people think that limitation of our wants is not 

J >racticable at the present time. They forget that the satis- 
action of the. wants of a person is limited by the amount of 
resources at his disposal. Every person has forced limitation of 
wants with the result that some wants remain unsatisfied 
resulting in pain and miseiy. If he controls his wants deli¬ 
berately he may have all his wants satisfied with the amount 
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of resource* earned by him. But wants can be controlled 
deliberately when a person has a strong will. Most of the 
people lack will power and, therefore, they cannot control 
their wants voluntarily and they become miserable when the 
control of wants is forced upon them by inadequacy of resour¬ 
ces. A strong will power can be developed by practice, 
and high thinking is of great help in this direction. In India, 
examples of persons following the ideal of plain living and 
high thinking are not lacking. Mahatma Gandhi was a great 
advocate of this ideal and followed it in his own life. There 
is nothing unpractical in the ideal. Any person with a firm 
determination can follow this ideal witn a little practice. 
It is through this ideal alone that he can have continuous 
happiness, peace of mind and contentment. 

A person following the ideal of plain living and high 
thinking will always consider the interests of others as his own 
and will never exploit or cheat others. 

Thus when people begin to control their wants delibera¬ 
tely or follow the ideal of plain living and high thinking, 
exploitation of every kind stops, bribery and corruption dis¬ 
appears and the Society becomes happier and more conten¬ 
ted. ' 



CHAPTER X 

UTILITY 


Definition of utility 

Wc defined consumption as a pioccss by which the utility 
of a commodity is destroyed with the object of satisfying human 
wants. We have already discussed the characteristics of 
wants. Wc shall now consider the definition of utility. 


The utility of a commodity is, generally, defined aa. its 
capaci ty to satisfy human want s. This lmpiieaJ haT utility 
' ends u pon the quality of a commod ity only. But this is 
go. u tility dr p ends upon two mingr~r-f^ Thc quality of 
the commodity, which is an rfljjr cfiyt Ctmadcralion and (a) 
tlTS intensity bf thft want or a consumer, which is a subjective 
oofllidciali on. flotn these lonsideration s rollprAivnly go to 
dgtjfdej hc amount ol utilit ies which, a ronsnmer will gel from 
a commodity. A s such a correct definit ion of utility must 

S ioint to borirtftegfi considerations. WejcaiLlhiis define utility 
as the ability ol a commodity to gi ,,n a person’ 

at ^particular tlme’ |, . 


The utility of a commodity must be ilcaily distinguished 
from its price which is the value of a unit of the commodify 
interns of money. Price is value in exchange. At any parti¬ 
cular time the price of * commodity may be the same to every 
person irrespective of his circumstances or environments. If 
the price of wheal is six annas a seer, then it may be the same 
for every person whether he is a rich man or a poor man or 
whether neis hungry or not while the ulilily of a seer of wheat 
Is most likely to be different to different persons. Other tilings 
being equal, a seer of wheat, to a poor man, has greater 
utility than to a rich man. 


Comparison of utilities. Utilities of different commodities 
to the same person or the same commodity to different person', 

* See also in this connection ‘Essays on Economics’ by Jcvons for 
very brilliant and illuminating definitions of ‘utility’ and ‘potulity’—a 
word coined by him. pp 86-89. 
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are often compared. For purposes of comparison, however, 
some unitof utility isneeded. It may be noted that no uniform 
unit of utility is available. For, utility is a subjective pheno¬ 
menon. If we assume that utility derived from the consump¬ 
tion of one orange to a particular person at any given time 
is equal to one unit and he wishes to calculate the utility of 
bread taken by him at the same time,he lias to compare care¬ 
fully in his mind the satisfaction derived by him from the con¬ 
sumption of orange with that obtained from bread. If he finds 
that the satisfaction derived from the consumption of one bread 
is nearly five times the satisfaction he obtained from the con- 
umption of an orange, he would say that the utility of one 
bread to him is five. But the satisfa, lions derived by the same 
person from bread and orange might be different at some other 
lime so that we cannot say that the utility of bread to this 
person will always be five assuming the utility of orange to be 
equal to one. The comparison of utilities can be made vqiy 
roughly for different commodities or different quantitief of 
the same commodity to the same person at any particular (Hole. 
But utility of the same commodityto different persons cannot 
be easily compared because there is no common unit of utility 
for such a comparison. We say that the utility of a rupee ft* 
a poor man is greater than the utility of a rupee to a rich 
man but we cannot definitely say whether this is always so* 

In conclusion we may note : 

(i ) utilities of different commodities to the same persbu 
at auy particular time can be roughly compared by 
assuming a unit of utility whirh holds true for that parti¬ 
cular comparison only. The same unit is not applicable. 
to any other person or to the same person at any other 
time. 

(«) utility of the different quantities 6f the lame 
commodity to a particular person can be roughly Com¬ 
pared by assuming a unit of utility for that partfbular 
comparison. 

(Hi) utilities of the same commodity to different per¬ 
sons at a particular time or the utility of the same com¬ 
modity at different times 'cannot be compared except fay 
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assuming the same sensitiveness in all persons or in 
the same person at all times. 

Total and marginal utilities 




yen amount of an 


to any person is the utility of the last unit ot that com modity 

e u tilities of all s uccessive 

_ as ten seers of wheat, 

then the marginal utility of ten seers ol wheat is equal to the 


e total ut ility of ten 
see n of whuut is tin. sum uf utilities of all tho ton -s ccrc of wheat. 
When a person has only one unit of a co m Tnnfl ^y itB marginal 
utility and total utility are the same! When the marginal 
‘utilhv oi a given amount Of a fommodlty is zero its t otal utility 
is maximum. The marginal utilit y ot a commo dity becomes 
h egative wlien it is consumed even after the_p eint of satiety 
or ^complete satisfaction is reached. If a person’s hunger is 
satisfied with five loaves ol Dread and he is indu ced to take the 
sixth loaf he might develop stomac h ache. TEe~$ixth loaf we 
would say gives turn negative utility. Such cases are very rare. 


Measurability oj utility 


In every scientific study there is need fot some instrument 
for curredly measuring \arious phenomena and for carrying 
dut scientific analysis. For instance, a thermometer is used 
for measuring heat, a physical balance is employed in order 
to measure weight, a yard-stick is used for measuring cloth and 
so on. We made use uf ‘utility' in an economic study for a 
similar purpose. 


But this instrument of measuiemcnthus one serious draw¬ 
back that it is not as correct and accurate as, for instance, a 
thermometer. U tility can be measured only by the consumer 
and not.by. any ot her imp arti al observ er.' For instance, if A 
is consu ming a mangohe alone £aa say how much satisfaction 
hegets^cbm it? TbiyotEer person cannot say with any amount 

•In mathematical lanpiage we define marginal utility as the ad¬ 
dition made to the total utility by consuming one more unit of a com¬ 
modity. The ideaheie is the samr an iu the above definition. The only 
thing is that muthemath ally this is more sound. 
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of certainty the amount of utility that A has got by consuming 
that mango. At best he can make a guess. To overcome 
this difficulty economists have found out an objective meaaure 
of this subjective feeling. They say that the maximum amount 
of money which a man is willing to pay with a view to pro¬ 
curing a commodity can be taken as a measure of his utility 
for that commodity. So the amount of money which a man 
is willing to pay is the objective measure oi the subjective 
quality, ‘utility’. But Prof. Figou has correctly pointed out 
that money does not measure utility but only the Intensity’ of 
one’s desire. This being so, money is not a correct measure of 
utility. We cannot say that money directly measures the 
utility which a man gets from a commodity. It is only a con¬ 
venient index of our preferences. 

The modem economists have, therefore, given up the use 
oi the woid ‘utility’ and have devised a new technique of in¬ 
difference curves for a scientifically more correct analysis.. 

Indifference curves —An indifference curve is a curve drawn 
with reference to two axes on each of which is represented one 
commodity. Thus, any point on an indifference curve indi- 
(ales the amounts of the two commodities consumed, while the* 
position of the curve as a whole indicates the amount of utility 
obtained In the diagram below C is an indifference curve 
*•1 a ronsumei. The point P on it stands for Oa quantity of 



the commodity X and Ob quantity of the commodity T. 'Dip 
point», likewise, stands for On ol A' and OA oi X . The curve 
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is so drawn as to keep the utility constant. The consumer 
in question gets the same utility from the combination of com¬ 
modities X and Y represented by point P as he gets from the 
combination represented by the point n. Every point on the 
curve C shows a different combination of commodities X and 
Y from every other point; but the utility is always the same. 
And, since the utility is the same, the consumer is indifferent 
between the various combinations. The curve C is, therefore, 
called an ‘indifference’ curve, or more fully, a consumption 
indifference curve. 

The curve does not indicate the amount of utility the con¬ 
sumer gets from the consumption of the various combinations 
of X and Y. All that it shows is that the utility, whatever 
it may be, is the same for all the combinations represented by 
the curve C. A, B, D and E arc four other indifference curves 
of the same consumer. Every point of the curve D or E repre¬ 
sents a greater quantity of the commodity Xorof Y or of both. 
Likewise every point on the curves D and A represents a smaller 
quantity of one or both the commodities. 

Properties oj indifference curvet —An indifference curve of a 
consumer of two commodities is convex when looked at from 
the origin. This shape of the curve is due to the fact that as 
we go down the curve by a given distance, the X co-ordinate 
of the point increases more and more. For instance, in the 
curve D, when we descend from Q,to Q,' the X co-ordinate 
increases by QJJ i. And when we descend by the same height 
from R to R 1 the X co-ordinate increases by R'T. What 
does such a progressive increase of the X co-ordinate show? 
It shows that as the consumer decreases his consumption ol 
the commodity Y he has to increase his consumption of X, 
and that as he is left with a smaller and smaller quantity ol 
fhe has to substitute a greater and greater quantity of X for 
each unit of Y. For, then only is his utility kept constant. 
We know that if we consume less of one commodity we must 
consume more of the other to make good the loss of utility. 
In the beginning a small increase in the consumption of <he 
co mmo dity suffices to make good such a loss. But later, as 
we are left with a small quantity of the first commodity, every 
decrease in the consumption of it causes increasing loss of 
utility. Further, as we acquire and consume a larger and 
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larger quantity of the other commodity, every increase in its 
consumption gives a progressively smaller increase in utility*. 

AH this is due to the familiar fact that the marginal uti¬ 
lity of a commodity decreases as we have more of it, and in¬ 
creases as we have less of it. That is why if we And neces¬ 
sary to substitute one unit of Xiox one unit of T to start with, 
we have to substitute later units of X for one unit of T 
and still later perhaps 2 units and so on. Unless we do that 
we cannot keep the total utility of the combination of X and 
J* constant. In technical language we say that the rate at 
which we substitute X for Y, goes on increasing as we effect 
more and more such substitution. In other words, we $a> 
that the marginal rate of substitution goes on increasing. 
Every convex curve shows an increasing marginal rate of 
substitution. 

We may note further that 110 two indifference curves 
touch or cut each other. That is because, as we have said 
above, different indiffeience curves show different amounts 
of one or both the commodities. 

An indifferen ce curve that is farther from the origin shows, 
at all points, greater quantities of one or both the commodi¬ 
ties and therefore represents combinationshaving more uti¬ 
lity than another that is closer to the origin. 

The indifference curves aie not necessarily parallel to 
one another. When the horizontal distances between the 
curves are constant (that is, when they aie parallel horizon¬ 
tally) they imply constant marginal utility of the commodi¬ 
ty X. When, on the other hand, the vertical distances art 
constant, the curves imply constant marginal utility of the 
commodity Y. When / stands for money and X for a com¬ 
modity on which a small fraction of our total income is spent, 
then (as Marshall aho pointed out) the curves are vertically 
almost parallel. 

An indifference curve may in some cases turn round 
and have some such shape as shown in the diagram 

*This applies to commodities whose utilities are independent of tEe 
quantities of other commodities consumed, 

)“ 
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below. It may be circular or elliptical or may have any 
other shape. Such an indifference curve is obtained when 
the commodities concerned arc such as cannot be consumed 
in unlimited amounts without giving us negative utility. In 
the diagram Otn is the maximum quantity of X that the con¬ 
sumer can consume. The utility thereafter becomes negative. 
For every increased consumption of X after that point has 
to imply increased consumption of T also to compensate for 
the negative utility obtained from X. Likewise, On is the 
maximum quantity of the commodity /that he can consume 
without getting disutility. If you have moi c of T you have 
to have more of X also to compensate you for the disutility 
obtained from excessive consumption of T. 



When one of the commodities is money the indifference 
cuvre is never a closed figure as in the diagram. When you 
have Om of X and On of T, you have the optimum amounts of 
both the commodities and consequently the utility is maxi¬ 
mum. O', therefore, represents th e position of maximum uti¬ 
lity. The indifference curve at the point 0 'shrinks to a point. 

Utility surface *—We have seen that as we recede from the 
origin 0 we pass on to indifference curves of greater and grea¬ 
ter utility. How much more utility we get by passing on to 
the next curve we cannot say. If we could represent uti¬ 
lity on a third axis £ (standing out vertically to the surface 
Ox-Oy), the indiffcrerence curves farther away from the ori- 

*rtus section may be left out by a beginner. - It may be reserved for 
advanced study. 
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gin would stand higher on the vertical plane. Thus, the curve 
B of the earlier diagram would have to be lifted a little from 
the surface of the paper and placed higher than the curve 
A. Similarly, the curve C would have to be lifted a little 
more than the curve B . Every subsequent curve would thus 
be on a higher and higher plane. 

If we have indifference curves that turn round, as in the 
above diagram, the point O' would be highest in the vertical 
plane. Since we do not know how much more utility we 
get by passing on from one curve to another, we do not know 
also now to place a particular curve. However, if we some¬ 
how decide upon the manner in which we would represent, 
and thus measure on the £-axis, the increasing utility ob¬ 
tained from passing on to remoter curves, we can draw a com¬ 
plete picture. The indifference curves would then produce a 
picture of some such shape as shown in the diagram. Under 



certain conditions the picture would be that of a cone. This 
is known as utility suiface. It can be cut by a plane that 
is vertical to any of the three axes of reference. If we cut 
it by a plane vertical to the £-axis, wc get an indifference 
curve such as SWUK in diagram given on page 66. If wc 
cut it by a plane vertical to either of the other two axes we 
get a utility curve showing the varying degrees of utility 
obtained by keeping the quantity of one commodity constant 
and changing that of the other. 
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Use of indifference curves —Economists in the past, particu¬ 
larly the economists belonging to the mathematical school, 
had made a fairly extensive use of the indifference curves 
and had incorporated in their works most of the ideas under¬ 
lying such curves. More recently their use has again been 
popularised by some economists. Dr. J. R. Hicks and Mr. 
G. R. D. Allen, for instance, have denounced, in rather 
strong language, the old technique of working out problems 
that depended on the assumption of measurability of utility. 
In their opinion, most of the problems of Economics can be 
solved without making the assumption of measurability of 
utility. All that is necessary, they maintain, is to know what 
combinations of commodities, or commodities and money, 
give us the same utility as any particular combination, and 
also what combination gives more and what less utility. 


The indifference curves, or what is known as the family of 
indifference curves, show the varying degrees of utility that 
one obtains from the various ccmbinaticns of ctmmodilics. 
The curves indicate which combination gives more utility 
and which less. Hence frem such curves we can determine 
the optimum position without actually knewing what the 
maximum utility is equal to. 



Suppose, for instance, that a consumer has his family of 
six indifference curves as shown in this diagram. Let the axis 
of X measure quantities of the commodity X and the T- 
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axis another commodity Y. Let the price of X in terms of Y 
be indicated by the straight line itfi. It shows, then, that 
OB of X can be purchased with OA of Y, or nL of X for An of Y. 

Suppose further that the consumer has with him OC quan¬ 
tity of the commodity Y. He can pur< hase the commodity 
X at the price indicated by the line AB. If he purchases 
/?( 2 ,of JThe has to pay CR of Y and he comes to the point Q, 
indicating that he has RO of Y and RQ of X and he passes 
on to the indifference curve No. 4. If however he purchases 
nP of X he has to pay Cti of Y for it; and he arrives at the point 
P on the indifference curve No. 5. (It must be noted that 
the straight line CP is drawn through the point C, paral¬ 
lel to the pri e line AB. It becomes itsc.f, therefore, a price 
line). It will be obvious that the highest indiff rence curve 
to which the consumer can go is the curve No. 5. If he buys 
a smaller quantity of X he is on a lower indifference curve; if 
hp purchases a greater quantity ofZhe is again cn a lower in¬ 
difference curve. For, it is r nly the point P, on the line CP, that 
meets the hig cst indifference curve. Maximum utility— 
whatever it may be—is therefore obtained when i,P quantity 
of X is purchased. In this way we can find out the quantities 
of X that .would be purchased at different prices. There is 
no necessity, of knowing the utility cf X nor that of Y. 
Wh'n the price changes to that indicated by the stiaipht line 
CK, the consumer comes to the point P' on the indifference 
curve No. 6. The locus of the point P, as the price varies, 
traces out the familiar demand curve for X.* 


*For further discussion of measurability of utility and indifference 
curves see, J. K. Mehta’s 'Studies in Advanced Economic Theory’. 



CHAPTER XI 

LAWS OF CONSUMPTION 
The Law of Diminishing Utility 

Now we consider the relation between the quantity of a 
commodity and its marginal utility. Suppose that a pattern 
is hungry and is taking food an d that tEe utility of the first loaf 
to him is five. After consuming the first loaf, the intensity 
of his desire for loaves deueases and when he takes the 
second loaf, the satisfaction that he derives from it is less than 
what he derived from the first loaf. Suppose the utility of 
the second loaf is four and therefore the marginal utility of 
two loaves is also four. Suppose further that the utility of 
the third loaf and the marginal utility of three loaves is three. 
Similarly the marginal utility of four loaves is two and of 
five loaves is one. Now if his want for loaves is completely 
satisfied by taking the sixth loaf, its utility is zero and the mar¬ 
ginal utility of six loaves is also zero. If the person is induced 
to take the seventh loaf, he may experience pain in his sto¬ 
mach after some time and this loaf may have disutility or ne¬ 
gative utility. Therefore the utility of the seventh loaf or the 
marginal utility of seven loaves may be say —i. 

We see. a clear relationship between the quantity of loaves 
consumed and the marginal utility of loaves. We find that 
diowsto •a.^mon a&vts. opon- 

tajWxcam. uvt Vo\ds tout tat damn, 

coal or any other commodity. Generalising we can say that 
thg Marginal utility of a commodity to a person at any parti¬ 
cular time, decreases as the auantity of the conunpdity in¬ 
creases; This is called the Law of Diminishing Marginal 
Utility. 

In this law, it has been assumed that the units of the 
commodity are consumed successively without alloying the 
want to jet intensified by the. lapse of time. If a 
person 'consumes the first loaf in the morning and the 
stiiond loaf in the evening when he is more hungry, the uti¬ 
lity of the second loaf may be greater than that of the first 
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consumed in the morning. This law also assumes that the 
condition of the consumer regains the same. If he becomes 
suddenly rich, the utility of a second chair to him may be 
greater than the utility obtained from the first chair when 
he was poor. 


This law is represented by bars in the case of indivisible 
commodities, i.e., those commodities like chairs which lose in 
value when subdivided and by a curve in the case of divisible 
commodities like coal as shown in the diagrams below 


Number of 
chairs 


One 

Two 

Three 

Four 

Five 

Ounces of 
coal 

One 

Two 

Three 

Four 

Five 

Six 


W ft 


Marginal 

utility 

5 

4 

3 

2 

I 




In the case of rare commodities like old paintings and 
articles of distinction like ornaments and motor cars, it is 
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often observed that the marginal utility increases with an 
increase in their number. Suppose a person has two motor 
cars. He is one of ten persons who have two motor cars 
in that dty. If he has a third motor car, it gives him the 
distinction of being the only person in the city who has three 
motor cars. Therefore the utility of the third motor car is 
greater than the utility of the second. The fourth car will 
not give him any such distinction and therefore its utility will 
certainly be less than that of the tliird car and the law of dimi¬ 
nishing marginal utility will ultimately operate. In the 
case of rare commodities and articles of distinction the 
law seems to be inoperative. But we should note that truly 
speaking such cases are cases of production rather than of 
consumption. 

One thing may be noted with regard to the marginal utility 
of money. However rich a man may be, the last unit of 
money has some utility for him. The want for money is never 
completely satisfied and the point of satiety or complete satis¬ 
faction is never reached. Therefore the marginal utility curve 
for money never touches the axis of X. It is true that the 
marginal utility of money decreases with the increase in its 
quantity, but the decrease is very slow. The marginal 
utility curve for money is illustrated by a diagram given 
below 



It may be noted that DD' docs not touch the axis of X and 
it falls very slowly clearly showing that with an increase in 
the quantity of money, its margimal utility diminishes very 
slowiy. 
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The law oj proportional marginal utility 

When we consider the relation between the marginal uti¬ 
lity of any commodity and the utility of money paid for it, 
we find that they are always equal. When a person pur¬ 
chases any commodity, he goes on spending money on it up- 
to the pomt when the marginal utility of the commodity be¬ 
comes equal to the utility of money paid for the last unit of 
the commodity and if for one commodity he pays twice as 
much money as for any other commodity, the marginal uti¬ 
lity of the commodity must be nearly twice the marginal uti- 
ity of the other commodity. Suppose a person purchases ior 
seers of wheat and 4 seers of rice on a particular day when 
their prices are six annas a seer and twelve annas a seer res¬ 
pectively. When he purchases 10 seers of wheat, the utility of 
the tenth seer must be equal to the utility of six annas paid for 
it. In the same way the utility of the fourth seer of rice must be 
equal to the utility of twelve annas paid for it. As the price of 
rice is double that of wheat, their marginal utilities also 
must vary in the same proportion, i.c., the marginal utility 
of rice must be twice the marginal utility of wheat. As the 
marginal utility of each commodity to a person is equal 
to the utility of price paid for it, the marginal utilities of diff¬ 
erent commodities to the same person tend to be in proportion 
to their prices and wc have an important law winch shows 
this relationship. This law is called the Law of Proportional 
Marginal Utility. It says that if a person is to be in 
equilibrium with respect to his purchases, the marginal utili¬ 
ties of different commodities to him at any particular time 
should be proportional to the prices paid for them. 

It should not be supposed that the marginal utilities of 
different commodities to a person tend to be equal. They 
would be equal only when the prices are equal ana as the pri¬ 
ces of different commodities arc different in the market, their 
marginal utilities are also different and are proportional to 
their prices. Can the marginal utility of motor cars on which 
thousands of rupees are spent be equal to the marginal utility 
of cloth which may be purchased at the rate of one or two 
rupees per yard ? The equality is in the utility obtained from 
the expenditure of last rupee on these commodities. The uti¬ 
lity obtained from the expenditure of the last rupee on a 
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motor car is equal to the utility of the last rupee spent on it 
Similarly the utility obtained from the expenditure of the 
last rupee on cloth is equal to the utility of the last rupee spent 
on it. Thus the utilities obtained from the expenditure of 
the last rupee on each of these commodities arc made equal. 

The law of equi-marginal utility 

Suppose a person has twenty rupees in the beginning of 
a month to spend on wheat, rice, cloth and sugar and the 
following table gives the utilities obtained by him on spending 
successive rupees on wheat, rice, cloth and sugar at that par¬ 
ticular time. 


Units of money 

Utilities obtained from marginal expen- 

spent 

diture or successive rupees 



Wheat 

Rice 

Cloth 

Sugar 

One rupee 

ioo' 

80 

90 

60 

Two rupees ... 

80- 

60 

70 

40 

Three „ 

60 

40 

50 

30 

Four . 

56 

30 

30 

ao 

Five „ 

40 

20 

17 

15 

Six „ 

30 

15 

10 

10 

Seven „ 

ao 

10 

6 

5 

Eight „ ... 

15 

5 

3 

a 


We suppose that the utility of a rupee to the person is 30. 
He tries to gel maximum utility for his purchases and he 
spends his first rupee on wheat to gain too utility. The 
second rupee he spends on cloih and the third on rice or 
wheat because he gets equal utilities (i.e. 80) from each one of 
them. If he spends the third rupee on rice, then the fourth 
rupee he spends on wheal, the fifth on cloth, the sixth the 
seventh and the eighth rupees he spends, on sugar, rice and 
wheat respectively as he gets equal utilities (i.e. 60) from each 
one of them. The ninth and the tenth rupees he spends on 
cloth and wheat and the eleventh, the twelfth and the thir¬ 
teenth rupees he spends on sugar, rice and wheat. Similarly 
the fourteenth, the fifteenth, the sixteenth and the seventeenth 
rupees he spends on wlnat, rice, cloth and sugar and gets 
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equal utilities (jjo) from each of them. In this way he has 
already spent six rupees on wheat, four, rupees on rice, four 
rupees on cloth and three rupees on sugar. If he spends the 
seventh rupee an wheat he gets only so utility winch is less 
than the utility of one rupee. Therefore he is not willing to 
spend his money any more on wheat or any of these commo¬ 
dities because he is not prepared to suffer a loss in utilities. 
He stops the purchase of a commodity when he finds that the 
utility of the commodity obtained in exchange for one rupee 
is equal to the utility of a rupee to him. It is only in this way 
that he gets the maximum utility from the expenditure of 
money on various commodities. As he has made the utilities 
obtained from his marginal expenditure (or last rupee) on 
each commodity equal, he has followed a law which is known 
as the Law of Equi-marginal Utility. This law states that 
every person who wants maximum satisfaction at any time 
spends his money on different commodities in such a way 
as to make the utility derived from the expenditure of the 
last rupee (or any unit of money) on each commodity equal at 
that time. 

This law also, based as it is on the law of diminishing 
marginal utility, makes the assumptions that a consumer’s 
income and tastes arc constant and the various units of every 
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commodity which is purchased are equal in quality and kind 
If these assumptions were not there, reduction in purchases 
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might lead to a decrease of utility or increase of purchases 
might lead to an increase of utility, both these situations 
would render such adjustment of purchases as conforms to 
the law of equi-marginal utility impossible. 

The operation of this law can also be illustrated by dia¬ 
gram given on the last page. 

Figures with regard to the utilities obtained from mar¬ 
ginal expenditures on wheat, rice, cloth and sugar as given 
in the table arc plotted in the form of curves in this diagram. 
The axis of X represents the amount of money spent and the 
axis ofr shows the utility obatined from the marginal expendi¬ 
ture, i.e., the last rupee spent on any commodity. A is the 
utility curve for wheat. Similarly C, B and D are the utility 
curves for rice, cloth and sugar respectively. A horizontal 
line M' represents the utility of money. At the points 
where the utility curve for money M' cuts each of the curves we 
have utilily obtained from marginal expenditure on each 
commodity equal to the utilily of the last rupee spent on it 
and therefore these arc the points where the consumer stops 
further expenditure of money. 

It may be noted that the consumer docs not spend equal 
amount on all these commodities, nor docs he make the mar¬ 
ginal utilities of different commodities equal. If the price of 
wheat is eight annas a seer, he gets two seers of wheat for 
the last rupee he spends on it. The utilities of these two seers 
must be at least 30 and therefore the utility of the last seer of 
wheat purchased by him i.c. the marginal utility of wheat must 
be a little less than 15. If the price of cloth is two rupees per 
yard, he gets only half a yard of cloth from the last rupee 
spent on it. The utility of this half yard is 30 and therefore 
the utility of the last yard purchased by him or the marginal 
utility of cloth to him is at least 60. Now we find that the 
marginal utilities of wheat and cloth i.e. 15 and 60 are pro¬ 
portional to the prices of wheat and dothi.e. eight annas and 
two rupees respectively. But the utilily obtained from the 
expenditure of the last rupee on each of them is equal to 30. 
This distinction between marginal utilities of commodities and 
utilities obtained from marginal expenditure should be dearly 
noted. It is not the marginal utilities of the commodities 
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that arc made equal but the utility obtained from marginal 
expenditure (last rupee) on each commodity that is made 
equal. If a consumer finds tha l the utility obtained from the 
expenditure of the last rupee on wheat is greater than the 
utility obtained from the expenditure of the last rupee on rice, 
he decides to spend less on rice and more on wheat till the 
utilities obtained from marginal expenditure on these commo¬ 
dities become equal. This kind of substitution of one commo¬ 
dity for another goes on till the utilities obtained from margi¬ 
nal expenditures on all commodities become equal. This 
brings us 1o the law of substitution in consumption which 
slates that one commodity tends to be substituted for another 
commodity till the utilities obtained from the marginal expen¬ 
ditures on each become equal. 

People follow the law of equi-marginal utility or the law 
of substitution consciously or unconsciously. Every consumer 
has his own scale of preferences and he tries to adjust his 
purchases in such a way as to get maximum satisfaction from 
the money at his disposal. His wants for commodities are 
many and he generally has TTTimitcd amounl of money to 
spend on them. He has to choose between different commo¬ 
dities and therefore he compares in his mind the utilities that 
he expects to get from the different commodities. His object 
in making his choice is to get the maximum utility from the 
given amount of money and as he can achieve this object only 
by following the law of equi-marginal utility, he does so some¬ 
times unconsciously and simctimcs deliberately. When a 
person is in doubt whether to purchase one commodity or the 
other and has to decide upon one of them, the operation of 
the principle of substitution or the law of equi-marginal utility 
is clearly visible. Whenever a decision has to be made with 
regard to the purchase of any commodity the law of equi¬ 
marginal utility is followed. 

In following this law, people generally consider only the 
expected immediate utility of the commodities they purchase. 
They ignore the long-period effects of consumption on their 
well-being. When a person consumes an intoxicating drug, 
he gets some immediate satisafetion and therefore he willingly 
spends some money on it. But in the long period as a result 
of its consumption his health may suffer a setback and the 
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ultimate utility of this article may become negative. Most of 
thr people in following the law of equi-marginal utility do not 
consider the ultimate utility of commodities. As a result expen- 
diture becomes extravagant. It is by proper planning of 
family expenditure that this extravagance can De avoided. 
This problem is considered in Chapter XIV. 



CHAPTER W 

DEMAND 

Meaning oj Demand 

By demand wcLOid i nj ^ x p cjin /effective demand’. A 
demand becomes ‘effective’ when it (shacked by willingness 
and ability to purchase a commodity. In other words, a per¬ 
son in order to have effective demand for a commodity must 
have three .things: (i) desire for a commodity (2) sufficient 
money to purchase the 'commodity and (3) willingness to 
spend money. A miser may have enough money, but he 
may not be willing to spend it. In that case desire will not 
be called demand.* 

A rich cultivator who sees his neighbour going about 
in a motor car desires to have one for himself. He may have 
five thousand rupees with which to purchase a new car. He 
can then be said to have a demand.for a car. But if the price 
of a car in the market is eight thousand rupees, his demand 
at the high price remains ineffective. He is said then to have 
a potential demand for a car. His demand, however, becomes 
effective when the price of a car falls to five thousand rupees. 
This clearly shows the difference between potential and 
effective demand. 

The Law of Demand 

When we go to any market and carefully observe the deal¬ 
ings of the purchasers of any commodity we find that they 
demand more when its price falls and las when the price rises, 
if, of course, there is no other disturbing factor. Therefore 
we conclude that the demand for a commodity.iacicases-with 
a fall in the price and decreases with a rise in price, other 
things remaining the same. This is called the Law of 
Demand. 

It is so obvious why this happens. If one purchases X 
units of a commodity at price (P) then this has the natural 

*Soinc"modcra _ economists, _ Eowever, define demand differmttly. See 
J. K. Mehta’s 'Groundwork of Economic^. 
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implication that the marginal utility of the commodity is equal 
to the marginal disutility of the price (?) parted for it. If (?) 
becomes (?+i), the marginal disutility of the price parted 
would be greater, other things remaining the same, than the 
marginal utility of the original quantity of the commodity. 
And so the quantity purchased will have to be reduced so 
that an increased maiginal utility is got which might match 
the increased marginal disutility of price. If the .quantity 
purchased is increased, xalhci than brought down, marginal 
utilityof tfiecornmodiiy would he reduced further still making 
the gap between th\ marginal utilities of price and commo¬ 
dify even wider than before. In order, therefore, that the 
marginal utilities of price andjKe commodity purchased 
bjTequal which happens to bp the condition behind all exchan¬ 
ges, it is necessary that when .prices of commodities go up in a 
market, the quantities of them demanded at any time, other 
things'remaining the same, move in the opposite direction. 

This law can be illustr atcJ b> <) demand schedule or a 
demand curve. ^A demand schedule is a statement showing 
the quantities of a commodity, demanded by an individual 
or a group of individuals within a given period of time at 
different prices. A drmand schedule .should clrarly show 
whetheril refers to one individual, a family, oi a class of people, 
a country or the whole woild. It should also show whether it 
refers to one day, a week, a month or a year) Suppose a 
_middle class person requires for his family live seers of gKce 
"in one month when its price is five rujjrcs a stcr. If the price 
increases to six rupees, ne demands four i eers; at seven rupees 
three seers only. If the price of ghee falls tp four rupees a seer 
he is willing to purchase six seers and at three rupees a seer he 
requirgajsevoa seers. His demand schedule for ghee is then as 
follows : 


Monthly Demand Schedule of a 
Middle Glass Family for Ghee 

Price per seer Quantity Demanded 

Rs. 

I 


seers 

3 

4 
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Price per seer Quantity Demanded 

Rs. seers 

5 
4 

3 7 

By adding up the demand schedules of different families 
we can have a demand schedule for a particular class of per¬ 
sons. Similarly we can have a demand schedule for the wnole 
country or for the whole world. By adding up the demand 
schedules for all the months in a year we can nave an yearly 
demand schedule. All these demand schedules can be repre¬ 
sented by means of curves and then we have a demand curve 
for one class of persons, a demand curve for the whole country, 
a demand curve for the whole world or a demand curve for 
one week, one month or one year. 

Changes in demand. 

Sometimes when wc find that the same person in a differ¬ 
ent situation demands a greater quantity of a commodity at 
the same price, or when he increases the demand with an in¬ 
crease in the price, it seems that the law of demand does not 
operate. This generally happens when the circumstances 
and tastes of the consumers change. Suppose the person whose 
monthly demand schedule for ghee we considered becomes 
rich. If his salary is doubled he would naturally like to spend 
more money on ghee than what he spent before. When the 
price of ghee is five rupeesper seer he used to purchase five seers 
of ghee every month. Now he is willing to purchase seven 
seers of ghee at the same price and therefore nis demand for 
ghee at five rupees a seer increases from five seers to seven 
seers. This land of increase in demand is different from the 
increase in demand due to a fall in price and is called intensi¬ 
fication of demand. If the price of ghee increases to six 
rupees a seer, instead of demanding four seers, he will now 
demand six seers and his demand will be intensified at that 
price. Similarly at seven rupees a seer he will demand five 
seers of ghee. If the price of ghee falls to four rupees a seer 
he will demand more than seven seers i.e., eight seers and at 
three rupees a seer his demand will be nine seen. Therc- 
6 rs 



82 


fundamentals of economics 


fore with a change in the circumstances of the consumer his 
demand schedule also changes. Both the demand schedules 
of the consumer are given below. 

Price of ghee Quantity of glice ! When the family 
per seer demanded per became rich) 

month. 

(Bcfoic the family 
became rich) 


Rs. 


sects sens 


5 

4 

3 


3 

4 


7 


5 

6 

7 

8 

9 


When these demand schedules ate plotted in the follow¬ 
ing diagram we find that the new demand curve D'u' moves 
to the right. 


But even in the new demand schedule or the demand 
curve we find that with an increase in price the quantity de¬ 



manded decreases and with a decrease in price, the quantity 
demanded ina eases and these changes take place in accor¬ 
dance wij$i the law of demand. An increase in the income 
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of the consumer resulted in the intensification of demand and 
therefore the new demand curve D'd\ moved to the right. 
Intensification of demand also takes place when a commodity 
is used as a substitute for another commodity. When there 
is an increase in the general level of prices due to over-issue 
of paper money, prices of articles of food also rise and people 
generally reduce the consumption of superior food grams 
like wheat and rice and increase the consumption of inferior 
food grains like jawar, andbajra and thereforemspiteofthein- 
crease in prices of inferior food grains, their demand increases 
i.e., their demand is intensified. Similarly when a commo¬ 
dity comes into fashion, its demand is also intensified; even 
with an increase in price, a greater quantity of that 
commodity is demanded than would have been the case 
before. But it may be noted that in all the cases of intensifi¬ 
cation of demand, in spite of changes in demand schedules 
and demand curves, the law of demand continues to 
operate. 

An increase in demand for any commodity may take place 
in two ways The demand for a commodity may increase 
with a decrease in price or it may increase as a result of a 
change in the circumstances of the consumer. When an in¬ 
crease of demand takes place as a result of the decrease in 
price it is called expansion of demand and when the increase in 
demand is due to a change in the circumstances of the con- 
sumer it is called intensification of demand. 

When people become poor due to a decrease in their in¬ 
come they try to readjust their expenditure on different com¬ 
modities and without any change in price their demands for 
various commodities decrease. At the same price less quan¬ 
tity of a commodity is demanded. Such a decrease in demand 
also takes place when a commodity goes out of fashion or it 
is substituted by any other commodity. In all these cases, 
the demand schedule for a commodity changes and the 
demand curve moves to the left as shown by the curve MM' 
in the figure. To distinguish^>uch decreases in demand due 
to changes in the circumstances of the consumer from the 
decrease in demand due to an increase in price, we call the 
former decrease in demand weakening of demand. The de¬ 
mand for a commodity is said to be weakened when a smaller 
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quantity of it is demanded at the same price and the demand 
curve moves to the left. 

It may be noted that intensification and weakening of de¬ 
mand are not the results of changes in price of any commo¬ 
dity, but they are mainly due to the changes in the circum¬ 
stances of the consumer and they may ultimately bring about 
changes in the price of the commodity. 

Elasticity of Demand 

From the law of demand we find that with an increase in 
price of a commodity its demand decreases and with a de¬ 
crease in the price its demand increases but it does not tell 
us by how much the demand changes. In fact fijr a given 
change in price the demand for a commodity changes diff¬ 
erently for different persons. The capacity of the demand 
to change with the slightest change in price is called the elas- 
.ticity of demand. rough and ready method of comparison 
of elastiones ft Indicated below. An elasticity of demand for 
a commodity is said to be one when with an increase in 

S ice, the amount of money spent by the consumer remains 
e same. In this case the demand for a commodity chan¬ 
ges in such a way that the quantity of the commodity multi¬ 
plied by its price gives a constant figure. If with an in¬ 
crease in price the amount of mon£y spent increases, the elasti¬ 
city of demand for the commodity is less than one and if with 
an increase in price the amount of money spent decreases, the 
elasticity of demand for the commodity is greater than one. 

Suppose the monthly demand schedule for wheal for a 
middle class family is as follows: 


Quantity deman- Total amount of 
ded in seers money spent 


Price per scer 
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From this demand schedule we find that when the price 
of wheat is four annas a seer, the quantity demanded in a 
month is 40 seers and the amount of money spent is Rs. 10/- 
When the price increases to five annas the amount of money 
spent is Rs. 11/14/- and therefore the elasticity of demand 
for wheat at four annas per seer is less than one. When the 
price of wheat is six annas a seer, the amount of money spent 
is Rs. 13/2/- and this amount remains the same when the 
price increases to seven annas per seer. Therefore the elas¬ 
ticity of demand for wheat at six annas a seer is equal to one. 
When the price of wheat increases to eight annas a seer, 
the amount of money spent decreases to Rs. 12/8/- and there¬ 
fore the elasticity of demand at seven annas per seer is grea¬ 
ter than one. 

This, however, is vague and does notgive us an accurate 
measure of the exact degree of elasticity at a particular price. 
Nor does it tell us even roughly or vaguely the behaviour of 
elasticity at a price when the tendency is for the price to 
fall rather than go up ; And then elasticity of demand, by 
definition is to be studied with respect to the slightest change 
in the price rather than to any change big or small that takes 
place inside the market. Elasticity of demand at a price is 



obtained by regarding that change in demand which would 
occur when the price in question, P, either goes up or falls 
by an infinitesimal amount. It is measured in ihe follow¬ 
ing manner. 
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Let X be a certain commodity whose demand is indicated 
in the curve DD' given on the last page. Let P be the price 
at which elasticity of demand for a is to be calculated. 
Let P represent that price on the curve. Let such a 
straight line be drawn at P as only touches the curve DD' 
but does not cut it (in mathematical language, such a 
straight line is called tangent). Let this straight line meet 
the X-axis at T and the J-axis at t. Then Tpjtp will be 
the measure of the degree of the elasticity of demand for X 
at price p when the demand price relationship for X at 
any time is represented by DD'. 

To find out elasticity at any price we have only to draw 
atangent at that point of the curvewhich indicates that price. 
Let the tangent touch the X and T axes and divide the dis¬ 
tance of the tangent between the point in queslion and the 
X-axis by the distance of the same tangent between the point 
and the X-axis. Thus elasticity of demand at price P in the 
curve DD' will be indicated by T l PJt l P i and at price p, by 
TfJt'P'. At each of the three points P, P lt P, we have 
different measures of elasticity of demand TPjtp, T.PJt l P l 
TjPJtJ* t unless of course the curve happens to be such that 
TPjPt= TJPJPJ^ T t PJP t t % , for in that situation then the 
elasticity will be the same throughout. Generally we can say 
that the curves are of such a type that these various measure¬ 
ments of elasticity at different points of them arc different. 
And so generally speaking again, elasticity of demand on 
the same demand curve varies from point to point. Com¬ 
pletely horizontal or vertical demand curv es which become 
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straight lines in that situation are such curves, however, that 
elasticity of demand in them remains wholly unaltered 
throughout. Let us take a horizont al deman d curve, DD' and 
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find out elasticity at P. Like before we draw a tangentatPand 
letit touch the X and T axes at T and t. We can easily see 
(hat this tangent never touches the X-axis which in mathema¬ 
tical language is expressed by saying that the line in question 
touches the X-axis at infinity or the distance between P and 
T is infinite. Now if we divide TP by tP, tP being a finite 
distance and TP being infinite, the result would be infinity. 
And so elasticity at P would be equal to infinity. And 
whatever be thepoint at which we want to measure elasticity 
in this curve, the result will ever be infinity for in all cases 
the distance of the tangent between the point in question 
and the X-axis will be infinite and the distance between the 
point and the X-axis will be finite. And so the result of 
the division of the former distance by the latter will ever 
be infinite. 

The opposite will happen when the demand curve is verti¬ 
cal. For here, though the distance of the tangent between 
P and the X-axis will be finite, that between the P and the T- 
axis will be infinite. If then we divide the forma- distance 
by the latter and that is what gives elasticity, the result would 
throughout be zero. 
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Perfect competition is characterised by a horizontal de¬ 
mand curve and perfect monopoly by a vertical one. We 
can thus say that elasticity of demand in conditions of perfect 
competition is infinite; in conditions of monopoly it is zero. 

An interesting result which corresponds so much to reality 
will be found if we study behaviour of elasticity" of demand 
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in the following demand curve in the form of a sloping 
straight line. 

a Whenever on this curve we draw a tangent, the tangent 
will become identical with the straight line itself. And the 
two points T and t will coincide with D' and D. At any point 
P which falls in the middle of DD\ the elasticity of demand 



will be equal to one. For TPItP will be equal to PDjPD' and 
since P is the middle point of DD' and therefore PD=PD', 
TPjtP will be naturally equal to one. At any point P l 
which is lower than P on the curve, the elasticity will be 
lower than one, for TP t being less than TP and tP x being 
greater TPJtP x will be necessarily less than TPjtP x and 
therefore less than one. And as P x recedes further from P 
towards the .Y-axis, TP X will become smaller and smaller 
whereas tP x will become greater and greater so that PTJtP l 
will become smaller and smaller than TPjtP and therefore 
smaller than one. Thus the smaller the price, and this is 
what is indicated by the movement of P x towards the .Y-axis, 
the greater will be the tendency for elasticity of demand to 
be less than one or which is the same thing, the greater will 
be the tendency for demand to be inelastic. 

The opposite will happen when prices are higher and 
P x has a tendency to move on nearer to the 2"-axis beyond P. 
For then TP X will become greater and greater than TP and 
tP x will become smaller and smaller than tP so thatTPJtP l will 
become greater and greater than TPjtP and hence greater than 
one. Thus when prices are high demand is greatly elastic. 
In the middle, of course, as we saw, when the price is neither 
very high nor low, demand will neither be highly elastic nor 
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inelastic but only moderately elastic.. This result fits in so 
very well into the scheme of things aait happens to be. Nor 
will this result be very greatly falsified if we choose curves 
rather than straight lines. For in quite a lot of curves, elas¬ 
ticity is roughly high at high prices and roughly low at low 
prices. 

We generally find that the elasticity of demand for the 
same person for any commodity is greater than one at a high 
price and is less than one at a low price and is equal to one at 
a moderate price. At the ruling price we can always divide the 
commodities consumed by an individual into three classes in 
accordancewith their elasticities of demand. Weputunder one 
class those commodities on which greater amount of money 
is spent with an increase in the price. These commodities 
we may call necessaries. We put under another class those 
commodities on which the same amount of money is spent 
with anincrease in the price. Wc may call these commodities 
articles of comfort. Wc put under a third class, all those 
commodities on which less isspent with an increase in price. 
We may call these commodities articles of luxury. We can, 
theiefore, say that necessaries are those commodities whose 
elasticity of demand is less than one; comforts are those commo¬ 
dities whose elasticity is equal to one and luxuries are those 
commoditties whose elasticity is greater than one. 

We have seen that the same commodity has elasticity less 
than one at a low price and greater than one at a high price 
and therefore, it is considered as necessary at low price and 
luxury at high price. At a given price the same commodity 
may have an elasticity greater than one for poor persons, 
and less than one for rich persons and therfore it is an article 
of luxury for poor persons and an article of necessity for rich 
persons. The elasticity of demand gives us a good basis for 
classifying commodities into necessaries, comforts and luxur 
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The difference betw ^n th* total utility nf g rntninrirfity 
' f * l iP ss a limy Trt mrrntrf paid [for it is called “consumer’s 


amount 
STgivui auiuuiil oFthe 


ler would' 


ity. 


spent on 
without 


■the »amHim‘t g|lBwniBy actually nprttf, hy him, Ex- 
pressed Tymbfilicaily, 


C. S.— T. U. of the commodity — T. V. of the money 
parted for it, where C. S. is consumer’s surplus, and T. U. is 
total utility. 


for calculating the consumer’s surplus in terms of money 
the formula is 


C.S.=X-Pxd. 

Where X is the amount of money the consumer would 
have spent for the given amount of the commodity rather 
than go without it, P is the price of the commodity and Qfa 
the quantity of the commodity purchased. 


^Suppose the marginal utility of oranges to an individual 
fa as follows:— 


Number of oranges 

One 

Two 

Three 

Four 

Five 

Six 


Margfaf&F utility 

/ 10 
8 


V 


6 

4 

3 

2 


Now the marginal utility of oranges when isix oranges 
are bought is 2 and this should also be the marginal utility 
of price parted for the oranges. Let ench orange cost st as, 
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The marginal utility of 2 as. parted for the ist orange is obviously 
2. If the utility or all the 2 as. that have been parted for the 
six various oranges continues to be 2, thfe total utility parted by 
the consumeris 6x2-12. Thisindicates his loss of utility. His 
gain of utility is indicated by the sum of the various amounts, 
of utilities he gets out of six oranges which is (10+8+6+4 
+3+2) i.e. 33. Consumer’s surplus would be indicated by 
the difference between the total utility of the commodity ana 
the total utility of money parted for that commodity, the total 
utility of money being just a multiple of marginal utility, of 
money obtained by multiplying the marginal utility of price 
by the units of commodity purchased. This, however, should 
be kept in mind that this statement iB made on the 
assumption that all the 2 as. bits spent on the oranges 
involve the purchaser in the same amount of loss of utility 
i.e. 2 which happens to be the utility of the last bit spent. 
If the first 2 as. bit involves the consumer in a greater loss 
of utility, and the other bits also lead to a greater loss, the 
consumer’s surplus would evidently be different. The two 
cases can be represented diagramatically in the following 
manner. 

Case I. When the loss of utility involved in parting with 
successive bits of money is the same, i.e., in common economic 
phraseology, when the marginal utility of money is constant. 



COMMODITY 

In such a situation multiplying, marginal utility of money 
by the bits of money contained in price is the same thing as 
multiplying marginal utility of commodity by the number 
of units purchased. 
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COYD represents total gain of utility from the commodity. 
COED represents total loss of utility in parting with money 
for the commodity when the marginal utility of money re* 
mains unchanged. COYD—CO ED-DEY represents net gain 
or consumer’s surplus. 

Case II. When the loss of utility involved in parting 
with successive bits of money is not the same, i.e., in common 
economic phraseology when the marginal utility of money 
is not constant. Two possibilities can be evident here. 
Either with increase in purchases the loss or sacrifice of uti¬ 
lity in parting with successive bits of money increases or it 
goes down. 

(i) If the loss of utility in parting with successive units of 
money increases. This is a more realistic piclure. 



Here again consumer’s surplus is given by DEY. But 
we can see that il is not the same as DEY of the former dia¬ 
gram, it is less. 

(it) If the loss of utility in parting with successive units 
of money decreases. (This is possible in theory only.) 

Here again consumer’s surplus is given by DEY. But 
we can see that it is not the same as DEY of the first diagram, 
it is greater. 
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Criticism of consumer's surplus 

The concept of consumer’s surplus is a product of the fer¬ 
tile brain of Dr. Marshall. The reactions to this concept 
have been most violent. While some economists have criti¬ 
cised it in most damaging terms, others have accepted it with 
their fullestsupport. The most vehement critic of consumer’s 
surplus has been Prof. Nicholson, a contemporary of Prof. 
Marshall. The following are the most important points of 
criticism: 

1. Prof. Nicholson says that the whole doctrine is ‘hy¬ 
pothetical and unreal’ and if it is applied to real problems it 
will give an entirely erroneous result. Taking an illustration 
he says : suppose a man is very hungry and wants food to 
rat. He is willing to spend £100 for it. But if he gets it in 
£10, he gains a surplus of £90. Similarly he gets a surplus of 
of £200 from his house, £80 from his clothings and so on. 
"Of what avail is it’’, he points out, "to say that the utility 
of an income of (say) £100 a year is worth (say) £1,000 a 
year?** 

But the usefulness of this doctrine can be realised if we, as 
Marshall has pointed out, compare the conditions in South 
Africa and, say, London. A man can gel a number of ameni¬ 
ties of life in London which are not available in South Africa. 
Consequently a man even when he spends £1,000 in South 
Africa shall not be able to get as much utility as he can get 
by spending £100 in London. So by looking at the consu¬ 
mer’s surplus which people derive at different places, we can 
find out their stage of economic development. 

2. Another criticism is that as a man goes on spending 
more and more, the utility of money goes on increasing. 
No attempt was made by Marshall to take this fact into consi¬ 
deration while measuring consumer’s surplus. 

This criticism shows confusion in the understanding of the 
concept of consumer’s surplus. The concept of consumer^ 
surplus is based upon the Law of Diminishing marginal uti- 
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lity which assumes one point of time. It is only at one point 
of time that incomes and tastes etc., remain necessarily 
constant. We can either suppose that the marginal utility 
of money for this point of time is constant or it is decreasing 
or it is increasing. And corresponding to what we suppose 
there is a certain measurement of consumer's surplus. Thus 
the consumer’s surplus doctrine need not be criticised if it 
does not apply to various points of time which ‘spending 
more and more’ in real life involves. For to these various 
points of time taken together even the Law of Diminishing 
marginal utility may not apply. Instead of the utility of fur¬ 
ther units of the commodity obtained ( by spending more and 
more’ going down it may as well go up because changes might 
have occurred in the consumer’s tastes and income during 
the moments lying between the successive points of time cor¬ 
responding to successive spending by the consumer. 

3. It has been pointed out that the total utility of two 
commodities which are partial substitutes to each other is 
together greater than their separate utilities added together. 
For instance, tea and coffee are substitute. If a man gels 
neither coffee nor lea, the disutility to him may be, say, 100. 
But the disutility of not having tea may be, say 40 and of 
coffee, say, 50. In this manner the total disutility is only 90. 

But this difficulty can be overcome as Dr. Marshall 
says, by grouping together in one demand schedule those 
commodities which are substitutes fbr one another. 

4. The difficulty of measuring consumer’s surplus has 
been another ground on which it is criticised. It is pointed 
out that in case of necessaries for existence the utility from the 
first unit of an article is unlimited and therefore, cannot be 
measured. Similar is the case with those commodites— 
like valuable diamonds—which have prestige value. 

For estimating the consumer’s surplus, it is necessary to 
have a complete demand schedule of a commodity. It is 
pointed out that a complete demand schedule fbr any commo¬ 
dity is highly conjectural except at ruling prices and the 
consumers surplus based on the hypothetical demand 
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schedule can also be only highly conjectural. But that does not 
mean that consumer’s surplus cannot be measured. And 
then it may be noted that the difference in consumer’s surplus 
can be approximately measured if die demand schedule at 
1 uling prices is given. It is this difference in consumer’s sur¬ 
plus, which is of practical importance in determining thr 
effects of changes in prices on different classes of people. 

Further it is pointed out that the utility of money differs 
from person to person. As such consumer’s surplus of one 
cannot be compared with that of the other. Again their sen¬ 
sibilities and the intensity of their desires also differ. Gonse- 

a uently consumer’s surplus of one cannot be compared with 
lat of another. 

From this criticism it can be concluded that most of the 
arguments arc against what they would call the ‘correct 
measurement’ of consumer’s surplus. No weighty argu¬ 
ments have been advanced against the doctrine of consumer’s 
surplus. And if the consumer’s surplus cannot be correctly 
measured, this is not due to any peculiarity of the concept itself. 
It is entirely due to the fact that we do not have any correct 
measurement of utility in our science. So it can be safely 
said that the doctrine of consumer's surplus is perfectly correct. 
Only it has some limitation on the ground of the measurability 
of this surplus. 

Advantages oj consumer's surplus 

The following are the mo.si important advantages of con¬ 
sumer’s surplus: 

(i) By looking at consumer’s surplus we can compaic 
the economic development of one country with that of an¬ 
other. The higher the consumer's surplus the more advanced 
a country is. 

(2) By looking at it a monopolist can increase or decieasr 
the price of his commodity so as to obtain maximum mono¬ 
poly revenue. 



96 


FUNDAMENTALS OF ECONOMICS 


(3) By looking at it the Government can also adjust its 
lax-structure. Every tax involves a reduction in consumer’s 
surplus. The tax system should be so adjusted as to bring about 
the least reduction in consumer’s surplus compatible with the 
object in view. 

(4) By looking at il the economist can find out and com¬ 
pare the conditions of different sections of the people at diff¬ 
erent times and in different countries. They can also find out 
whether their standard of living is decreasing or increasing. 
A higher standard of living will yield a greater consumer’s 
surplus. 

(5) By estimating the difference in consumer’s surplus 
due to a change in price, the effect of a given change in price 
of any commodity on different classes of people can be dc 
finitely known and compared. 



CHAPTER XIV < 


PLANNING OF FAMILY EXPENDITURE 

Every person attempts to follow the law of equi-marginal 
utility in spending his money on different commodities. People 
are generally short-sighted; they do not consider the effect of 
the consumption of a commodity on their efficiency in the long 
run and spend money on those things which have a great im¬ 
mediate utility for them but which have very little of that 
clement which gives them contentment. The object of plan¬ 
ning family expenditure, naturally, is to make the best use of 
one’s income, considering both the short period and the long 
period effects. By the proper planning of family expenditure, 
extravagance and recklessness in expenditure ran be cheeked 
and waste of muncy can be avoided. 

It is necessary to have proper accounts of the expenditure 
of the family during the last month or year to enable us to 
prepare a list of commodities divided into necessaries, comfoils 
and luxuries. With this list before us allotment of expenditure 
on each of these commodities has to be made for the next 
month after carefully consideiing the proper utility of the last 
rupee spent on each item. Before this work of allotment is 
begun, it is also necessary to estimate the income of the family 
for the next month because we are required lo icgulate our 
expenditure in accordance with our income. Every family- 
should try to live within its means and should not allow its 
ordinary expenditure to exceed ordinary income in any case. 
If expenditure is greater than income, money has to be borrow¬ 
ed and borrowing for ordinary consumption is most undesir¬ 
able, A person who falls into the clutches of a money-lender 
to meet his ordinary expenses finds it extremely difficult to gel 
out of it during his life-time and thus loses all opportunities of 
self-development and progress. Every person should set apart 
some amount of money from his monthly income to meet un¬ 
foreseen expenses during sickness or absence from Work. If a 
person is contributing to a provident fund or is adequately in¬ 
sured, he has a compulsory saving and he may not make any 
separate provision for further saving. But those who have no 
such facility should keep apart every month a part of their 
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income, say 10 per cent, in a separate fund to meet their 
requirements if they should fall upon evil times. Then the 
head of the family should make adequate provision for the 
payment of taxes, if any, to the Government and for spending 
money on charity for the good of others. Charity encourages 
people to consider the interests of others as their own and, 
therefore, it develops high thinking which leads to contentment 
and peace of mind. But charity should not be misdirected. 
The able-bodied persons who are capable of doing work, 
but do not work, should not be helped. The best form of 
charily is for providing facilities of education and training to 
enable young men to inerrase their efficienty as pioduuis. 
Provision of necessaries of existence 1o disabled persons is 
also desirable. Provision of works of primanenl utility such 
as parks, libraries, hospitals, wells, dharam&halas ami the 
like should also be encouraged. If no provision is m: de foi 
charity in the beginning, very likely, in the end of the month, 
no money will be left for this purpose. Then foie, allotment 
of expendilui e on ncussaries, comforts and luxuru >• Oiould 
only be made after adequate provision has been m.irle i'oi 
saving, taxes and thaiilv. 

As sometimes the satisfaction obtained fioin the rvprndi- 
tuic on conventional necessaries is not of the proper type, ex¬ 
penditure should be readjusted for the next month and less 
amount of money should be allotted to conventional necessar¬ 
ies and more money .should be allotted to necessaries for exis¬ 
tence and necessaries for efficiency. In fact, effort should 
be made not to allot any expenditure on articles of luxuiy till 
the requirements of necessaries for efficiency arc full) met. 
In this way in the beginning of the month every family should 
have a budget of expenditure and every effort should be made 
by the head of ihe family to incur expenditure during the 
month in accordance with their allotments. Ifa deliberate 
effort is made with a firm determination, success is sure to 
follow and there will be progressive reduction of expenditure 
on conventional necessaries and luxuries and there will be 
progressive increase of expenditure on nccessaiics of exislcnrc 
and necessaries of efficiency and even withoul an increase 
in income, the family would derive the maximum utility or 
satisfaction from its expenditure in the long period. 



CHAPTER XV 

THE STANDARD OK LIVING 

The standard of living of any class of people should be 
judged by the quantity and quality of goods consumed by an 
average family of that class and the relation between the satis¬ 
faction obtained and the state of happiness of the class concern¬ 
ed within a given period of time, it is a relative idea and is 
generally used for comparing the well-being of the same class 
of persons at two different places or of different classes of 
people at the same place or the same class of people at two 
different limes. As the commodities consumed by different 
classes of people are of different kind and quality, the satisfac¬ 
tions may be different. And so the comparison in real life is 
generally made in terms of money, rare being taken to make 
due allowance for a dill’crenrp in the general level of prices 
at two different plates or during two different periods of time. 
If we find that an averaee family of a labourer in Allahabad 
was spending twenty-five rupees per month on different com¬ 
modities in 193<) before the great war and is now spending 
in 194R fifty rupees prr month, we would not be justified in 
concluding that the standard of living of thr labouring class 
had doubled because there has been a general increase in the 
level of prices during this period and with fifty rupees in 1948 
he is not in a position to purchase as much as he used to do 
with lewnly-fn e rupees in r 939. Therelore.in spite ofspending 
a large amount of money, his total satisfaction may be less 
Ilian before if the lise in prices is moie than 100 per cent. 
Similarly, if one family is spending Rs. 40 per mouth in the 
mral areas and another family, belonging to the same class, 
is spending Rs. 60 in a city, we cannot definitely say that 
the total satisfaction of the family in a city is higher until we 
make a proper allowance for difference in the level of prices 
in the city and the rural area. 

For estimating the standard of living of any class of people, 
it is necessary to collect family budgets of a few representative 
families belonging to that class. Representative families 
should be selected by the method of random sampling as fee 
as possible. Investigators should try to gain the confidence 
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of the heads of families selected by them and should see that 
lhe < record of every expenditure is properly kept. Investi¬ 
gations carried onin India both by official and non-official agen¬ 
cies dearly show that the standard of living of a sast majority 
of people is extremely low. It is so low that crorcs of people 
are liwng in a scmi-slarvcd condition with insufficient clothing 
and inadequate shelter. Increase in their standard of living 
is absolutely necessary to enable them to have minimum 
necessaries for existence. It may be noted that the increase 
in thr standard of living is not inconsistent with simple 
living. A higher standard of living is always desirable foi 
all classes of people if the money is wisely spent. If the 
consumption of intoxicating drugs and liquors increases 
and the standard of living is thus raised, the efficiency of the 
consumer ultimately decreases and such a rise in the stan¬ 
dard of living is not desirable. Arise in the standard of living 
should lead to a rise in thr standard of life, i.r., increased 
quantities of goods should be consumed in a way that would 
lead to an increase in efficiency. It is only wbrnthc expen¬ 
diture is properly adjusted to the requirements of efficiency or 
when more money is spent on necessaries for existence and 
efficiency and less is spent on conventional necessaries and 
luxuries that a rise in standard of living has a beneficial result. 
A higher standard of life is always desirable for all classes of 
people and our standard of living should be so adjusled as to 
bring about a rise in the standard of life. 

It is admitted by all that the standaid ofliving of a vast 
majority of people in India is extremely low and if we are 
anxious to have economic progress in our country it is ab¬ 
solutely necessary to raise the standard of living of all the 
classes of people, particularly, the poorest. For this purpose, 
we have to increase the income of the people by bringing 
about rapid increase in the production of wealth in the country. 
Improvements in agriculture, development of cottage indus¬ 
tries and industrialisation of our count] y in accordance with a 
definite plan could result in doubling the production within 
a period of ten years. But the increase in wealth should be 
so distributed as to enable those who have the .smallest income 
to get the largest share of the inci eased pioducc to enable 
them to have opportunities for raising their standard of living. 
At the same time efforts should be made by the government 
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to provide more facilities for education and industrial train¬ 
ing so that young men may have theif efficiency increased. 
A rise in the standard of living cannot be permanent until 
the capacity of the consumer to produce more^wealth is also 
permanently increased. Travel and emulation are other 
means of raising the standard of living and more facilities 
for travd at low rates should be provided by the government. 
Laslly, care should be taken by the consumer to spend his in¬ 
creased income wisely. Then the rise in standard of living 
will be accompanied by a rise in the standard of life and the 
people will be more contented and happy. 






CHAPTER XVt 

FACTORS OF PRODUCTION 

Man has wauls and they cause him pain so long as 
(hey are not satisfied. But when they arc satisfied this 
pain is removed and consequently he experiences what in 
common language is called pleasure. He therefore tries 
to satisfy as many wants as he can. He cannot, however, 
satisfy any of his wants unless he makes an effort tp pro¬ 
duce or procure goods or services that constitute the objett 
of his wants. Activities which are directed to the production 
of goods arc therefore caused by scarcity. If there were no 
wants there would be no activity on the part of human be¬ 
ings and consequently'no production. Production is, there¬ 
fore, the result of human activities directed to the produc¬ 
tion of goods and services. But the motive force behind all 
production is the need or the wish to satisfy wants. Conse¬ 
quently, it appears that 'production’ is the effect and ‘con¬ 
sumption’ the cause of every human activity. 

As wc know, man can not create matter just as he can 
not destroy matter. He merely changes its form or place in 
order to make it more useful. Thus when he produces bricks 
he changes the form of earth with the assistance of fire etc. 
Similarly when he carries these bricks from the kiln to the 
place where a house is to be constructed he makes them more 
useful by carrying them from a place where they arc less use¬ 
ful to a place where they are more useful. /The usefulness of 
a commodity or service or the capacity which it possesses 
to satisfy* human wants is known as utility/ Thus human 
activities merely increase or decrease the utility which a 
commodity possesses by changing its form, location etc. Pro¬ 
duction, therefore, is the creation of extra utility*. On the 

•Fiona on? point uf vi.'W, production may be considered to be the 
lesult of an activity rather than an activity itself. This distinction, 
however, is not of much practical or theoretical importance. It should 
alone be noted that w; are only concerned with an increase of utility as 
a result of human activity. If a bird collects grain to feed its offsprings 
it does create‘extra utility’for itself and for its offsprings but it is not 
production sirve Economics studies human activities only. But if the 
said bird collects grain und-i lit- direction anti training of a human 

S ind to satisfy a human want it b-eome-i niodu turn because in that case 
i extra utility 1. produced by human activity tliuuyh assisted by a bisd. 
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otherhand, consumption implies a reduction in existing 
utility. When a baker produces bread he creates extra 
utility inasmuch as the utility of the bread is more than 
that of flour, fire etc. On the other hand, when a man 
consumes bread he reduers its utility. A question that 
arises in this connection is that w hen a man consumes bread, 
is he not producing energy ? Or when he produces a shirt, 
is he not consuming cloth? In the former case the utility of 
energy is more than lhat of bread and in die latter case the 
utility of cloth is less than that of the shirt. Production, 
therefore, is an act which leads to increasing utility just as 
‘consumption’ leads to diminishing utility. But the activity 
may be the same—-it can be looked at from ‘production’ and 
consumption points of view. Or it may be said that every 
activity has two aspects—the production aspect and the 
consumption aspect. When it is looked at from the point 
of view of increase in utility the activity is called ‘produc¬ 
tion.’ But when it is looked at from the point of vi< w of 
decrease in utility the activity is called ‘consumption’. When 
we look at the activity of eating bread from the point ol 
view of the decrease in the utility of bread we call it a con¬ 
sumption activity but when we look at the same activity 
from the point of view of increase in energy, which has 
more utility than bread, we call it a production aitivilv. 
Thus we see that every human activity has a production 
as well as a consumption aspect. When h is looked at 
from the point of view of satisfying a want--eating bread 
to satisfy hunger—it is consumption and when we look at it 
from the point of view of a means to an end—eating bread 
to produce cncigy—it is pioduction. The direct satisfaction 
which an activity gives makes it an act of consumption 
and the indirect satisfaction which it gives- -producing 
energy in the t use of eating bread— makes it an art of pro¬ 
duction. Consumption is in the present as wc are concer¬ 
ned with the direct satisfaction which is felt simultaneously 
with theperformancc of an activity. Production, on the other 
hand, is referable to the future since an indirect satisfaction 
is the reflection of some satisfaction located in the future. 

It is pertinent to pause here and think whether there 
is strictly speaking any activity which is consumption, since 
consumption implies decrease in utility. Aie not all activf- 
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ties performed with the object of increasing utility? Surely so, 
because a rational human mind cannot reconcile itself to the 
performance of an activity whose object is decrease of utili¬ 
ty. ' Therefore strictly speaking all activities are production 
activities, consumption being just some direct satisfaction 
that we derive in performing an activity. The final aim of 
every human being is to achieve maximum happiness and so 
every activity is a means to an end—a means 01 giving indi¬ 
rect satisfaction through the process of increasing utility. A 
man produces wheat to produce flour -to produce bread—to 
produce energy—to produce happiness and so on. Thus 
the aim of every activ ity is to effect in creasing utility and hence 
every activity is production. Though this is true it is yet ne¬ 
cessary to maintain the distinction between production and 
consumption because every activity can be looked at from the 
point of view of satisfying a want directly. Also because it is 
necessary to emphasise the importance of satisfying wants. 
If there were no wants to be satisfied there would be no ac¬ 
tivity and hence no production. 1 l is important to note 
here that human activity never comes to an end because a 
man is never able to produce enough to satisfy all his wants 
once for all. Wants are far too numerous to be satisfied with 
the resources at his disposal. If resources are increased 
wants increase more rapidly because the very act of increas¬ 
ing resources gives rise to fresh wants. Besides, wants, that 
are once satisfied reappear. If a man's want for food is sa¬ 
tisfied by eating bread then the problem does not end there 
because hunger reappears after some hours. There is a con¬ 
tinual chain of activities leading to the satisfaction of some 
wants, which in turn give rise to li esh wants and new acti¬ 
vities. On the other hand, we notice a peipctual conflict 
between man’s activities to increase his resources and the 
ever-increasing number of wauls lie wishes to satisfy.* It 
is obvious that in this conflict wants, unless they are deli¬ 
berately controlled and restricted, will always outstrip his 
resources because they multiply more rapidly than resources 
can. And thus the motive force behind all production—the 
need or the wish to satisfy human wants—will always remain 

•Prof. J. K. Mehta maintains that ihc w<t> out of this perpetual 
conflict is the attainment of the stage of wantlivness. For a brilliant 
exposition of this view see his ‘Atl\ anccd Economic Thtory', Chapter I. 
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so long as the human race exists. So we conclude that pro* 
duction activities will have to be performed by men so long 
as they live. And that will be true in all circumstances, for 
even though wants might be rigidly controlled, they cannot 
be completely eliminated howsoever desirable that may be. 


Factors oj Production 

Any thing that assists production is known as a factor 
of production. A thing that exists is not necessarily a factor 
of production, it becomes a factor of production only when 
it actually assists production. If we are considering the pro¬ 
duction of boots in a factory then a cotton spinning machine 
in a textile mill or the exertion involved in delivering a lec¬ 
ture in a class-room is not a factor of production as it does 
not assist the production of boots. Factors of production 
can broadly be classified under two heads:—(a) human exer¬ 
tion and (b) concrete objects including animals and natural 
elements. The forces which human exertion provides to assist 
production are sub-divided into Labour, Organisation 
and Enterprise. On the other hand, concrete objects or 
forces other than human exertion that assist production may 
be called capital*. The person who supplies auy of these 
factors of production is known as an agent of production. 
Thus the agents of production are Labourer, Organiser, En¬ 
terpriser, and Capitalist. The services rendered by these 
agents of production arc known *s their functions or pro¬ 
duction. Thus the funrtion of a labourer is to provide phy¬ 
sical exertion, while that of an organiser is to provide mental 
exertion. The enterpriser provides risk-taking and the capi¬ 
talist provides waiting, that is, he postpones the consumption 
of a commodity or object that assists production and wails 
to consume it in the future. 

Human exertion 

Thc assistance which human exertion provides to pro¬ 
duction is classified under labour, organisation and enter- 

* Capital inchvUs agpiiultuial &oll also. Fot a full disewion on 
laud and capital see next Chaptn. 
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prise, Marshall says, “By labour is meanl the economic work 
of man, whether with the hand or the head”*. It will be seen 
that Marshall includes every type of Human exertion that 
assists production in “Labour”. There can be absolutel\ 
no objection to such a classification but for further analysis 
of the types of human exertion that assist production and for 
the study of the different problems associated with them it is 
necessary to sub-divide this human factor. At another 
place Marshall defines labour as “any exertion of mind or 
body undergone partly or wholly with a view to some good 
other than the pleasure derived directly from the work ”**. Mars hal ! 
rightly excludes the direct pleasure derived from the work from 
‘labour' because this direct pleasure is consumption and cannot 
therefore be a factor of production. It will however be seen 
that Marshall includes “exertion of mind or body” under 
labour. In that case organisation or enterprise would not 
be separate factors of production. This is undesirable as 
Marshall himself probably for the first time differerentiated 
Labour from Organisation. Wc will, therefore, define 
labour as physical exertion of human beings 'that assists 
production. Their mental exertion undertaken to assist 
production is organisation. The function of a labourer is to 
provide physical exertion to assist production. But, what is 
his sacrifice ? The sacrifice consists in foregoing the use 
or enjoyment of something that one likes. If one likes 
eating oranges but if one abstains from doing so one’s sacrifice 
consists in foregoing the pleasure which one would have 
derived if one had eaten oranges. Similarly when a labourer 
provides physical exertion he foregoes physical rest or leisure 
and that is his sacrifice. No one likes sacrifice for its own 
sake. The labourer sacrifices physical rest in lieu of a reward 
which is called wages. Sometimes a person may not like 
physical rest and may on the contrary enjoy physical work. 
In that case his exertion cannot be called labour. For the 
work then becomes pleasurable in itself. As a matter of fact 
h uman nature dislikes idleness as much as over-work. No 
one likes idleness all the time. If idleness, that is absence 
of all work, was thrust upon a man he would soon find 
it probably as irksome as continued work. Even the 

* Principles of'Ecnnoinic. 8 th edititn (193H) p 13B 

** ibid, page 65. Italics mine. 
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most monotonous type of operations in a factory that a worker 
has > to perform are enjoyable to him for a short while in the 
beginning. This can be clearly seen when a person has been 
absent from his work for a very long time. He then feels an in¬ 
ternal urge to do some work and really feels happy in being able 
to resume work after a long absence. It is true that the dura¬ 
tion of the period during which one enjoys one’s work varies 
from person to person and depends upon the environments 
and the type of work done. A person who is temperamen¬ 
tally lazy begins to feel the irksomeness of work much earlier 
than another who is mm c active by nature. Whether work 
is irksome or enjoyable the man who does it earns a re¬ 
muneration. fn the one case it is payment for the sacri¬ 
fice of physical rest or leisure. Jn the other it is not a 
payment lor am .such sacrifice. It might be called a free 
gift; for the worker incurs no tost since he makes no sacrifice. 
From the point of view of the employer it makes no difference 
whether the man enjoys his work or not. The employer can 
make no distinction between work that is enjoyable and that 
which is not. What actually happens is that as one goes on 
working one gels moi e and more tired, and consequently the 
works becomes more and more irksome. His sacrifice curve is 
somewhat as under : — 



Jf along OX we measure thr number of hours worked and 
along OT the sacrifice in rum d then QJ 3 is his sacrifice curve. 
Till OR hours of work Ii«* (njoys the work and ronscquently 
incurs a negative sacrifice as it were. After the point R is 
reached work begins to be irksome and the irksomeness goes 
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on increasing. He goes on working till his marginal sacri¬ 
fice PM is equal to the rate of payment. His total earnings 
are therefore equal to OMPK, the payment he gets, plus 
OQR, the pleasure he enjoys. Out of this his sacrifice or cost 
is PRM. He must get this if he is to work OM hours. The 
balance KQP is a surplus above cost which accrue to him 
because all his work is paid at the same rate at which the 
last hour of work, which is the most irksome, is paid.* 

Organisation. 

The mental exertion of a person that assists production 
is tailed organisation. The function of the organiser is to 
supply mental effort. His sacrifice is mental rest. But if 
he Jikes or enjoys mental effort then he makes no sacrifice 
and Ihc payment lie gets is a surplus above cost.** 


* 'Chr.br i anal sis holds gnod even if woik is demanded in unit' 
of 7 or (1 hour-, a. in a factory or in monthly or >eaily units of 5 or 6 hours 
a rla< as iu G> eminent s i\i e In such a rase ii is p'issibr that thr 
last hou or tw> ma cause greater sacrifice th .n the ra<e ofpaym nt, 
1 »■, the cur t mi\ he as u ’dri 
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o 
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T M X 

NUMBER OF HOURS WORKED 


The rate of Payment is £A/. In this case the worker would not like 
it> wot k beyond T because thercaftei payment is ST but Kiciifire is greater 
than ST . Since, howccci, the unit ol work i$ GM th * choice is to work 
OM ho jrs or icit In ^ucli a cast; he would like to work rather than rest 
*olonjjas his earnings (OMZK+OQJt) axe gicater than his sarrmce 

** See discussion above which applies h 're as well. 
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The organiser earns a salary just as a labourer earns 
wages. It is necessary to emphasize here that if labour and 
organisation are defined as above then every worker becomes 
both a labourer and an organiser, For, every physical exertion 
involves mental work and c\ ei y mental exertion involves physi¬ 
cal work*. Mental work without any physical exertion is im¬ 
possible. When a man works mentally nc also gets physically 
tired or at least feels the physical strain as well. Similarly, no 
physical exertion is possible without seme degree of mental 
work, howsoci cr small it may be. The worker who shills a table 
or lifts a stone may appear to be doing physical work only. But 
in reality his w’ork needs mental guidance. Without directions 
from the mind the work would not be properly aimed at the 
final objective. Thus when a worker is asked to lift bricks he 
can do this work only il l is physical exertion of lifting briiks 
is directed by Ihe mind. Our analysis therefore enables us 
to trace the or ganiser in the Iaboui cr and the labourer in the 
organiser. It shows that the so-called labourer in a factory 
provides both labour and organisation just as the manager 
supplies both these factors of production and therefore both 
of them earn wages and salaries. The only difference is that 
the so-called labourer combines in his work a greater propor¬ 
tion of physical exertion and only a small quantity of mental 
exertion. Whereas the manager combines a comparatively 
greater proportion of mental exertion with physical exertion. 
Though both may work for equal hours yet the manager 
earns usually more because menial work is paid at a higher 
rate. The reason is that mental work is probably more 
exhausting or it has a higher cost in education and training 
etc. And the difference in the earning persists because 
the supply of mental exertion is more scarce in comparison to 
its demand whereas the supply of physical exertion is less 
scarce in comparison to the demand for it. Tfwc want to 
increase the earnings of physical exertion as compared to 
the earnings of menial exertion we should increase the supply 
of the latter at the cost of ihe former. This means that edu¬ 
cation should be made universal so that the supply of mental 
exertion may increase. It is interesting to note therefore 

* And thus we see that one person ran supply a number of factors. 
He who is called a labourer may abo br a capitalist an enttrprrnrui and 
an organiser. 
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thal the spread of education lends to lessen the inequalities 
of earnings of different persons. 

The above division of the human factor in production 
is made on a functional basis i.e., according to the functions 
it perforins. If we think of a man’s mental work he is an 
organiser, just as he is a labourer when we think of his physi¬ 
cal work. Modern economic theory recognises that there 
is no man or producer who earns only wages or only rent 
or only interest or only salary. The view that a man is a 
labourer or an organiser alone is a historical anachronism 
in economic theory. The older classification of factors of 
production which placed different human beings under 
different compartments is faulty and defective. When two 
men perform both physical and mental exertion how can we 
say that one is an organiser and the other a labourer ? 
To classify human exertion that assists production exclusively 
into either ‘labour’ or ‘organisation’ is an evidence of loose 
tliinking. It is unfoilunate that most text books on Econo¬ 
mics still stick to tlw' old ami obsolete classification. When 
a man performs both physical and mental exertion what is 
ihe criterion which calls at ‘labour’ in one case and ‘orga¬ 
nisation’ in another. If the criterion is the proportion or 
percentage or mental or physical exertion to total exertion 
unc nalurally wants to know what proportion '•hould mental 
•r physical ixeition bear to total exertion so that the work 
may be cal’cd wholly oiganisalion or wholly labour. If you 
say 30 pci cent., then why not 3501' 40 or 70 or go or even 
<)5 percent. The classical economists realised the importance 
»f the man who brings together in the required proportion all 
> he factors of production. This work of co-ordination requires 
uch great tael and knowledge and is so vitally important that 
without it no productive activity is possible. This man is 
the moving force behind all production. In view of his 
importance they raised his work to the status of a separate 
factor nf production, mmrly, organisation* not realising that 

* It may bs permissible to use the word ‘01 j,a nisei for 'he person 
who brings together the different factors nf pi eduction in the required 
pi oportion and is tlw main force directing piodurlion. But the above 
• listmction ii neres'aiv in the interest of srimlifir rxiu inc$s and cJarin 
of thought. 

8 FS 
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even such a ‘ person had to exert physically also and in some 
cases provide capital and bear the* risk or uncertainty associa¬ 
ted with production. 

Enterprise 

Production always extends into the future and is 
conducted in anticipation of demand. A producer makes 
the best possible estimate of demand and then plans pro¬ 
duction on that basis. But when production has fulfilled its 
object, that is, succeeds in producing the service or commo¬ 
dity planned to be produced the demand may have changed. 
It may have decreased or increased due to various reasons, 
such as, changes in taste, fashion or income of the consumers. 
Where demand decreases the service or. commodity ma> 
have to be sold at a price below the cost of production, 
thereby inflicting unforeseen losses on the producer. If these 
losses could have been foreseen production would have been 
planned differently. When however actual demand is found 
to be in excess of what was estimated unforeseen gains might 
accrue. In spite of best efforts to estimate the demand 
correctly the producer may find his estimates going wrong due 
to lack of sufficient foresight or knowledge of market condi¬ 
tions on his part or due to the expansion or contraction of 
demand as a result of forces which could not possibly ha\e 
been foreseen. It is likely that his estimates of demand 
may be found to be correct yet there is the feeling of uncer¬ 
tainty in his mind that, after all, the estimates might turn out to 
be wrong and he might have to incur unexpected losses. 
This involves risk in production and some one must come 
forward to perform this function of risk-taking. Even if a 
producer thinks that he has succeeded in making estimates of 
demand which will prove to be correct there still remains 
risks of a different type. Production may fail to achieve the 
planned results, that is, the object of production may not be 
fulfilled due to bad planning or unforeseen accidents. While 
digging a well one may come across an impenetrable rock 
or the water may be unwholesome or the well may dry up 
after sometime. An author may lose the manuscript of a 
book when he is about to send it to the press or it may be 
lost in the press due to theft or fire. 

Production, therefore, always involves some risks. There 
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must be some one to bear the losses arising from tins risk. 
The man who does this is called the entrepreneur. His sacrifice 
i onsists in the foregoing of a feeling of certainty which every¬ 
one likes. He may be fairly certain of a gain in a particular 
act of production but behind this certainty there is always 
,i feeling of uncertainty. The other factors of production 
.irr certain of their remuneration but the enterpriser is not. 
Enterprise is strictly speaking not a mental exertion in the 
ordinary sense of the word, though it has its seat in the 
mind —it consists in the consciousness of having shouldered 
die risks of production. Enterprise is an essential factor of 
production because some one must undertake the risk before 
production can be carried out. No one likes to have a feeling 
uF uncertainty or insecurity in his mind.* The enterpriser 
torcgocs the peace of mind which one enjoys when he is 
assured of a certain and secure income. Since he shoulders all 
the risks, the other agents of production are assured of fixed 
reward. This is the assistance he provides to production and 
lor which he gets his remuneration. 

This remuneration is always positive and forms a part of the 
(O', I of production. It is called ‘profit’. Rut since production 
involves risks there may be unforeseen gains or losses as well. 
It is best to call them ‘windfall’. They may be negative or 
p >>itivc. These windfalls accrue to the enterpriser because it 
is he who undertakes to bear the risks of production. It is not 
necessary that these risks should be borne by the capitalist 
or the person who brings together all the factors of production 
in the required proportion and directs the act of production. 
It is illogical to combine enterprise with any other factor of 
production. It is a completely distinct and separate factor 
of production. 

• 

It is important to remember that under static conditions,** 
there are no risks. For, the future is certain and does 
not vacillate. Consequently wc need nobody to undertake 
risks, as they do not exist. The results of production are 

•But a man may be of an adventurous type. He may like to take 
risk or at least some part of it. In that rase he makes no sacrifice and 
his remuneration will be a surplus. Compare pages 109-111 

*• For a differentiation between static and dynamic conditions con¬ 
sult Proft. J. K. Mehta • Advanced Eronomit Throry Chapter g. 
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certain and the demand conditions fully foreseen. We, there* 
fore, conclude that enterprise as a factor of production exists 
under dynamic conditions only. Under static conditions, 
which is only a theoretical conception, there arc only two 
human factors that assist production, namely labour and 
organisation. 

Capital 

Natural forces and concrete objects such as mo chines*, 
animals or commodities when they assist production are 
usually classified under Capital or Land. They include what 
is generally known as w< al'h, pi ovided of course that they 
assist production. Capital is something exterior to man, it is 
a non-human factor of production and must therefore be 
in the possession of somebody. He who possesses it is known as 
the capitalist. When a capitalist provides capital he foregoes 
the present consumption of what he provides. He has the 
choice of consuming his wealth or of saving it. When he 
saves he foregoes consumption in the present and waits to 
to consume it in the future. The function of a capitalist i.s 
therefore to provide ‘wailing’, When one asbtains from con¬ 
suming a thing one is said to save it. Capital, therefore, is the 
result of saving. The sacrifice of a capitalist is that he fore¬ 
goes present consumption. Everyone likes present pleasure 
to future pleasure of equal intensity. One may prefer future 
enjoyment to present enjoyment of equal intensity because 
of interest. Thus a man acts prospectively when he saves. 
He prefers to wait because waiting brings him a remunera¬ 
tion. Before anything can assume the role of capital it i; 
proceeded by an act of saving on the part of someone. Capi¬ 
tal, therefore, accumulates as a result of sacrifice. 

All factors essential 

f The above discussion makes it clear that production 
is the result of human exertion concentrated on capital includ¬ 
ing what the classical economists called Land. For any produc¬ 
tive activity human exrrtion is essential. And every aclivitv 

* For the piescnt Capital and Land as understood by the classical 
economists are treated as capital only. The distinction between them 
has been explained in chapter XVII. 
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requires both physical and mental exertion, as already explain¬ 
ed. Enterprise also is an essential factor of production in 
the dynamic conditions of the world. Thus labour, organisa¬ 
tion and enterprise are always needed for any act of production. 
It is impossible to produce anything without using all thesr 
h uman factors of production. But a question here arisen 
as to whether human exertion alone can produce some 
commodity or service. In the production of material wealth 
or of goods and services it is obvious that human exer¬ 
tion must be applied to some concrete objects including 
the forces of nature. Even in such cases as the production 
of a song, the singer has to make use of space, air, etc. The 
forces or objects external to man that assist production in 
this fashion can be called capital. We may, therefore, say 
that all the factors of production—labour, organisation, enter¬ 
prise and capital, arc essential for production. Without a 
combination of all of them no production is possible. It is, 
however, not necessary that each factor should be supplied 
by a separate person. In fact as the foregoing analysis shows 
that is even not possible. The wealth produced is distributed 
between all the factors of production and docs not go to so 
many persons. A person is a combination of many agents, 
that is, he performs many functions and consequently if we 
want to find out the earnings of a person which he derives from 
’iis contribution to a particular act of production we should 
add up the remunerations which he gets foi the different 
functions lie performs. 

characteristics of factor f 

It is a characteristic of manual work* that the supplier or 
seller of it must deliver it personally at the place where it is 
needed to assist production. It is inseparably associated 
with the supplier. This is not so with intellectual work,** 
enterprise or capital. It is true that like manual work, 
intellectual work and enterprise are most closely connected 
with the supplier of these factors yet they can be separated 

* Manual woik that a,siUs piodu'Hion consia s mo.lh oi physical 
■ xirtion (or labour) with a little or m:ntal exertion (or organisation) 
that necessarily accompanies it. 

**Intellectual work when it assists production is mostly mental exertion 
(or organisation) involving some physical strain as well. 
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from their sellers and delivered at the place where they are 
needed without the necessity of the seller delivering them in 
person at that place. A publishing house in Calcutta mat wants 
to bring out a book may have the book written by an author 
residing in Allahabad. A plan to build a house in Kanpur 
may be drawn by an architect living in Bombay. Similarly 
steel is produced by the Tata Iron and Steel Co. Ltd. at Jam¬ 
shedpur but die risk is borne by the shareholders spread out 
in different parts of the country. It is not necessaiy for these 
shar eholders to be present in Jamshedpur to undertake the 
risks associated with the production of steel in the Tata found- 
eries. The same thing is true of capital. The capitalist need 
not deliver it in person at the place where capital is needed to 
assist production. The owner of a machine or the supplier 
of funds may live thousands of miles away from the place 
where these are needed. 

It is sometimes said that manual work or the so-called 
labour is perishable whereas other factors of production 
are not. ir a worker does not sell lus work or remains ouL 
of employment the time lost is lost for ever and cannot be 
recovered, though the rest which he thereby gets may enable 
him to conserve his energies and increase his efficiency and 
thereby his earnings in the future. This, however, is true of 
all factors of production. The time lost in haring mental 
rest or intellectual unemployment is also not recoverable 
though it may be under certain circumstances conducive to 
better intellectual work later on. If the man who covers the 
risks of production is idle in the sense that he does not take 
any risks for sometime then he also loses his earnings, though 
it may be that he becomes a more adventurous risk-taker by 
such a rest. If a mchine is allowed to remain idle so lhatit does 
not become capital (it becomes capital only if it assists 
production) it also loses its earnings during that period. 
In its case also such periods of rest involve no wear and tear 
but that is nothing in comparison to the income lost. There 
is however one difference between material goods and human 
beings. Man has more or less a limited life. If he remains 
idle, so many days or years are lost almost for ever. But if a 
machine remains idle, it can be used later on. It has a limited 
working-life while man has limited total span of life. 

The demand for the various factors of production at 
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any time can be met partly or wholly by the employment 
of the existing material or human resources. The supply of 
a factor engaged in one type of production can be increased 
by the employment of idle units, by transferring it from other 
types of production, by importing it from another region, or, 
finally, by employing it for longer hours. Thus ifmore capital 
goods are needed in a particular type of production, say the 
production of cotton pieccgoods, then the extra demand may 
be met by diverting capital resources from other industries or 
by employing wealth mat was hitherto idle or by working 
existing machines longer hours every day. This had actually 
to be done during the last World War and thereafter. Simi¬ 
larly the supply of workers in an industry can be increased by 
reducing leisure and increasing the hours of work for which 
they are employed or by diverting workers from some othei 
industries or by tapping the unemployed man power. Furthei 
the supply can be increased by raising the age of retirement oi 
lowering that at which people start work or by employing more 
fully the members of a family. But where specialised work 
is needed transfer from one industry to another or the 
employment of new workers may take time. For workers 
have to be trained in the specialised work they are required 
io do. 

It is sometimes argued that the difference between one 
factor of production and another should depend upon the 
extent to which they are substitutable one for the other. If 
one factor of production can be substituted by another foi 
example, if a machine (i.e. capital) can be substituted for manu¬ 
al workers (i.e. labour) then basically they should be regar¬ 
ded as one and the same factor. For the demand and supply 
conditions of one affect both factors of production in a more 
or less equal degree. There is indeed in some respects a dis¬ 
tinct advantage from the theoretical point of view in such a 
classifi cation of factors. It should, however, be noted in 
this connection that to some extent all the factors of production 
are substitutable for one another. It is possible to reduce the 
risks of production by increasing the employment of mental 
exertion so that a better estimate of the future can be made 
and rifles due to ignorance are minimised. Similarly the 
employment of automatic machines reduce the. work of 
supervision resulting in an economy of human exertion (orga- 
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nisation and labour). Thus we see that within limits all factors 
of production are similar in the sense that one is substitutable 
by another. 

Can facton ojpi eduction bi unpioduiI'm i 

It is often maintained in bonks on ti< onomio that labuiu 
(in the sense of manual work) is unproductive when it fails 
to achies e the finally desired i esult I ( a man digs a well but 
comes across an impenetrable lock and has thcrefoie to give 
up further digging then his laboui is legarded a' unproductive 
becuase he is said to ha\e produced no utility. Or <ui artist 
who has almost completed a b, autiful picture ma> completely 
spoil it by accident]) dropping his pot of colour on il. Tn eithei 
case the laboui imolvcd is 'aid to be unprodmtise. This 
siew lioweict neecK caieful examination. 

The view that laboui is somti.m. > unpioductixr has also 
an interesting histor) in economic thcoi). The MocantilisLs 
consideied precious metals as wealth in a fuller sen-e than an> 
thing else Conscquentl) till) ire aided rad) ilut labour as 
productisc which was diiecicd to the pi oduction of goods 
meant for export and which brou' ht gold ,.nd silvt i in exchange. 
The Physiocrats r eg aided on!) agiic ultuial laboui as pioduc- 
tive because in then xiew the agriculiuialisi alonr produced 
a net siuphe He -ows one «"'d but itap< many grains. 
Adam Smith impiused upon the Pb) iocia'ic ideas but even 
he conceded that agricultiual labom was moic productive 
than laboui assisting any oth'i t\pe of pmduclinn. His 
followers did not adhere to this distinction but generally held 
that only that labour is productive wliich increases (maLcrial) 
wealth. Lien Mushall could nui get lid of thr classical 
tradition and maintained, “I I would be best to regard all 
labour as pioduclh e except that ivhuh faitnl to pi ornate tl» aim 
toward i which it kaj directed and \o produced no utility,"* 

Our analysis of the factois of production shows that laboui 
(understood as physical exertion only) can produce nothing. 
It must be assisted by other factors of production before it 
can produce any wealth or utility. And so when these eco- 


* Ibid page 65 Italics nine 
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nomists say that ‘labour is sometimes unproductive’ they ieally 
mean that ‘factors of production are sometimes unproductive.’ 
This is an absurd statement and sounds as funny as the state¬ 
ment that ‘Night is Day’ or ‘Truth is untrulh’. A thing can be¬ 
come a factor of production only when it assists production, 
(hat is, when it helps in the creation of extra utility. Hence 
factors of production or labour must always be productive. 
‘Unproductive labour’ or ‘unproductive factors of production' 
is a contradiction in terms which should be revolting to students 
of economics. When factors of production fail to achieve the 
desired result what actually happens is that the windfall 
or the unexpected is negative, that is, there are unforeseen 
losses. There is nothing unusual in this. We know that 
production always extends into the future. The future 
is always uncertain. Hence production always involves risk. 
The function of the enterpriser is to bear this risk for which 
he is paid a remuneration called pi ofits. If there are unforc- 
.ccn or unexpected gains they accrue to the enterpriser who 
also bears unforeseen losses if there are an). When a man 
digs a well he certainly does not foresee lhat he will come 
across an impenetrable rock otherwise lie would not dig a well 
at that spot. So also when an artist paints a picture he does 
not expect that he will accidently spoil it. It is true that in 
cither case the producer takes some risk or at least there is a 
dim consciousness of a feeling of uncertainty that after his 
efforts arc completed the final results of production may not 
be according to his expectations. When the final result is 
disastrous the earning of each of these men as suppliers of la¬ 
bour, organisation, enterprise and capital is positive, but the 
windfall is negative. The above analysis is clearer when we 
lake an example and consider the ease of a zamindar employing 
a hired worker to dig a well for him. Let us suppose that tools 
•mdnll other capital needed to finanre production are provided 
by the zamindar himself and that nc also takes the risk of 
production himself. Let us suppose that the well costs Rs 500 
as under 

1. Interest on capital 5° 

2. Payment to workers 350 

(mostly labour and partly 

for organisation) 
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3. Remuneration for the 
planning and supervision 
to be done by the 
zamindar 

-50 

(mostly for organisation 
and partly for labour) 

4. Remuneration for 
risk taking. 

50 

Total cost 

500 


Now, (he zamiudar will only undertake the construction of 
the well if he is sure that it will be worth Rs. 500 at least 
when ready. But when the well is nearly ready his men come 
across an impenetrable rock and so it is worth, let us say, zero. 
In this case the zamindar rannot tell the workers you must 
refund your remuneration because the well is worthless. 
He must bear the loss himself as he undertook the risk and was 
paid Rs. 50/- for that. If he had insured himself against 
this risk with an Insurance Company and paid Rs. 50/- the 
remuneration for risk taking to them lie would not have suff¬ 
ered any loss and the negative windfall would have accrued 
to the Insurance Company. In the other case, when the well 
water is unexpectedly wholesome or plenty of water is available 
at a depth of 50 feet so that it is not necessary to dig further as 
originally estimated then there is an unexpected gain—a posi¬ 
tive windfall which will accrue to the zamindar, the risk-taker, 
and not to the workmen. Thus we conclude that the remuncra - 
tion of all factors of production is always positive as they arc 
always productive. What is sometimes negative and some¬ 
times positive is unexpected or unforeseen losses or gains which 
we may call windfalls. Such windfalls accrue to the enter¬ 
priser only. 



CHAPTER XVU 

LAND AND CAPITAL 

The term 'land’ is even today used in varied senses by 
different economists. But a science cannot afford a chang ing 
connotation of a fundamental concept like ‘land’. It must 
assign exact and precise meanings to the terms it uses otherwise 
it would give rise to great confusion of thought and retard the 
progress of the science itself. We will attempt to give a precise 
meaning to the term ‘land' as it is used in economics. 

We may begin by understanding the classical conception 
id land. Marshall may be said to have finalised the classical 
conception. While trying to distinguish between land and 
capilal he writes in his famous Principlei of Economics that “those 
material things which owe their usefulness to human labour” 
should be classed as capital and “those which owe nothing 
to it”* should be classed as land. There is every reason to be¬ 
lieve that Marshall—a great economist that he was—realised 
that ev en the forces of nature when they assist production owe 
iheir usefulness to human activity, howsoever small the part 
which such an activity may play. This is obvious when he 
went on to say “The distinction is obviously a loose one: for 
bricks are but pieces of earth slightly worked up; and the soil 
of old settled countries has for the greater part been worked 
over many limes by man, and owes to him its present form”**. 
He, however, failed to resolve these doubts, perhaps because 
of the strong classical influence that persisted even in his days, 
and was satisfied to conclude: “There is however a scientific 
principle underlying the distinction. While man has no powei 
of creating matter, he creates utilities by putting things into a 
useful form; and the utilities made by him can be increased 
in supply if there is an increased demand for them; they have 
a supply price. But there are other utilities over the supply 
of which he has no control; they are given as a fixed quantity 
by nature and have therefore no supply price. The term ‘land’ 
has been extended by economists so as to include the permanent 
sources of these utilities; whether they are found in land, as the 

• Page 144 •♦ibid, p. 144 
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term is commonly used, or in seas and rivers, in sunshine and 
rain, in winds and waterfalls*. When Marshall speaks of ‘the 

S iermancnt sources of utilities' he is really thinking, in Ricardos 
amous phrase, of “the original andindestructiblepowers of the 
soil”. He, however, realised that a part of the fertility of the 
soil may be due to improvements made by man and he there¬ 
fore intended to soften Ricardo’s phrase when he said: “the grea¬ 
ter part of the soil in old countries owes much of its charactci 
to human action; all that lies just below the surface has in it 
a large element of capital, the produce of man's past labour. 
Those free gifts of nature which Ricardo classed as the “in¬ 
herent” and “indestructible” properties of thesoil, havebeen 
1 argely modified, partly impoverished and partly enriched by thr 
work of many generations of men. Bulit is different with that 
which is above the surface. Every acre has given to it by na- 
lure an annual income of heat and light, of air and moisture; 
and over these man has but little control. He may indeed 
.liter the climate a little by extensive drainage works or b} 
planting forests, or cutting them down. But, on the whole, 
the action of the sun and the wind and the rain are an annuity 
fixed by nature for each plot of land. Ownership of the land 
gives possession of this annuity*. The classical aincept of 
land differs from that of capital inasmuch as the supply of 
the soil and of the forces of nature is more or less fixed where¬ 
as the supply of capital can be increased by human efforts. 
And Marshall thought that it was this that “marks off land 
from those material things which we regard as products of the 
land.” So far as the supplv of land and the forces of nature 
associated withit are concerned Marshall observed; “Man has 
no control over them; they arc wholly unaffected by demand; 
they have no cost of production, there is no supply price al 
which they «can be produced’”. We have quoted Marshall 
extensively so that the reader may understand the classical 
concept of‘land’ as modified by Marshall which is summat- 
ised in his famous definition : “By Land is meant the material 
and the forces which Nairn e gives freely for man’s aid, in 
land and water, in air and light and heat. 4 

■ibid Page 144. 

■Ibid, Page i 47 . 

■Ibid, Page 147. 

■Ibid, Page 136. 
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It will be seen that Marshall makes ‘land’ synonym o us 
with certain forces of nature which he enumerates. The rlg s - 
sical economists have made the same distinction here as they did 
in dividing human exertion into labour and organisation. They 
separated the manual worker from the intellectual worker 
and made each a single factor of pioduction. As we have 
seen the scientific division is into 'mental exertion’ and ‘phy¬ 
sical exertion’. It enables us to see that the so-called manual 
and intellectual workers both provide mental and physical exer¬ 
tion. Just as they made ‘labour’ synonymous with ‘manual 
work’ not realising (hat manual work is partly organisation 
also, they made ‘land 5 synonymous with ‘the forces of nature’. 
Such a conclusion was natural in view of the fact that their 
entire approach was based upon the concept of equating one 
person with one factor of production. Thus they called a 
manual worker a laboui cr, a manager an organiser, the moneyed 
man a capitalist, and the owner of land d landlord. As we have 
seen one person usually supplies two or tin re factors of produc¬ 
tion. Consequently the functional approach is a superior 
one. They have liird to explain Ihc charactci is tics of‘land’ 
which made them distinguish it from capital and/or human 
exertion. According to them the chief characteristics of land 
are as given below. We shall analyse them later to find out 
whether they are peculiar to the forces of nature that assist pro¬ 
duction :— 

i. Li ml Is whatever forces natui c supplies as a free gift. 

i* 'Hi'' supply ol'land is limiiid. Man cannot increase 
it. 


3. The properties of the soil are original and indestruc¬ 
tible. They are replenished by an annual annuity. 

If land is understood as a free gift of nature then one may 
pertinently ask where docs such land exist. If it is a free gift 
one should get it without cost but as we know neither in the 
village nor in the town can we gel any plot of land without 
payment of a price. Even in a new country such a plot is not to 
be found. No one has ever heard of any plot of land being 
available free anywhere in the world. E\ rn the early settlers 
in a new country have to incur some cost before they appro- 
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priate a piece of land. If the Americans discover a new con¬ 
tinent they claim it as their own and would not allow anyone 
to use it. They allow a person to use it on payment of a price 
or if no price is demanded they at least insist on the recognition 
of their suzerainty and allow him to use it with their permission. 
All we can say is that in this case a person can get a plot 
for a very low price. If it is free then any man should have the 
right to own it or to use it without any one’s permission. In 
any case, the present owners of land in rural or urban areas 
have all bought it or inherited it just as they may buy a house 
or a machine. The soil is not a free gift to any one of them other¬ 
wise the socialists would be the first to urge the Government 
to confiscate it. Everyone will agree that at present no one can 
get a piece of land without payment of a price. But what 
about neat, light, rain, etc? Is that free? Certainly not. It 
they are free we should get them without payment of a price. 
Two plots of equal size arc valued differently and fetch 
different prices bacause of differences in climate, rainfall, 
etc. Apiece of land in a fertile district in U. P. costs more 
than a piece of equal size in the Sahara or Rajasthan desert 
or a piece of waste land. Though the size of the plots is 
same there is a difference in the price because of differences 
in rainfall, climate, etc. Let us consider the position in an 
urban area. One has to pay a higher price for a plot which 
is open on all sides and therefore has a better supply of air and 
light than an adjoining one of equal size but which is closrd 
on some sides. We thus see that the area of two plots of soil 
may be the same but if there are differences in the quality of 
soil or quantity of rainfall or climate their prices are different. 
The difference really represents ihe difference in fertility plus 
capitalised value of the annual annuity in the shape of hght, 
air and rainfall. Further, when one buys a plot of land one 
claims ownership over its climate as well. The sunshine or 
air in my house is not public property and one can use it only 
with my permission. It may, however, be argued that the 
original settlers Adam and Eve or their descendants or a 
Robinson Crusoe who is shipwrecked on an uninhabited island 
gets the soil free. This is then land. But even in such a con¬ 
dition the moment soil is appropriated it ceases to be a free gift. 
A thing is free if one gets it without cost. A thing may be a 
free gift in the sense that the giver docs not charge a 
price. When a friend A presents a fountain pen to £ it is true 
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that A is giving it free because he does not demand a 
price for it. On the other hand B does not get it free since 
he has to appropriate the pen before it can be his. His cost 
of having the pen is the cost of appropriation. All that one 
can say is that he gets the pen at a very low cost, which is equal 
to the cost of appropriation, say, a pie. Besides B will now 
pass this pen on to another person only on payment of an appro¬ 
priate pnee even though he has got it very cheap. Coming back 
lo our discussion of soil above we may say that even if tin* 
original settlers did not pay a price to a previous owner, as 
such an owner did not exist, they do not get it absolutely free 
in the sense of having incurred no cost. For, they will have 
to incur some cost in appropriating it,i.e., in fencing it or in 
asserting their ownership. This is their cost of acquiring the 
soil because unless they appropriate it the soil is not theirs 
otherwise every one would nave an access lo it. Then once 
hating appropriated they will pass it on to some others 
only on payment of a price which may however be very small. 
Finally, are we considering (a) that which nature supplies or 
ib) that which assists production. While considering factors 
of production wc are concerned with the latter only. What 
nature supplies does not concern us at all here until it 
assists production. Sunshine or light is just sunshine or light 
and we are not concerned with sunshine or light as such. 
We are only concerned with them when they assist production. 
While considering the production of potatoes in U. P. or of 
boots in a factory in Kanpur we arc not concerned with sunshine 
in Calcutta or rainfall in Dacca. Then, what nature sup¬ 
plies does not necessarily assist production, e.g. rainfall may 
cause flood and destroy crops instead of assisting production. 

It may, however, be argued that Nature supplies light 
and air, soil, rainfall, etc. freely to society or to mankind in 
general in the sense that nature does not expect any payment 
in return. The sun supplies light and heat, so very esssen- 
tial for existence, but it does not say. “I will not rise to¬ 
morrow if you do not pay for this light and heat.” Not 
so an electric company or even a kerosene lamp. They 
supply no light unless some expense is incurred on procuring 
or producing it. A force of nature becomes a factor of produc¬ 
tion only when it assists production. In order that it may assist 
production it has to be appropriated. When it is appropriated 
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it involves some cost, howsoever small. If natural rainfall 
is a cheaper source of water supply than artificial rainfall 
or the water supply from irrigation works constructed by 
man, it is also destructive of human life, cattle and crops. 
If the forces of nature arc an at.sct to mankind they are also 
a nuisance at times such as when they cause storm, floods, 
or earthquakes. Finally if ‘free gift* is the main charac¬ 
teristic of land according to the classical economists then 
to be consistent it should have been said that whatever is 
<i free gift is land. In that case the Swaraj Bhawan Would b 1 
'land’ because it is a free gift to the Congress. Or if one 
received a factory as a free gift the entire structure should 
become land according to them. * 

The supply of land or the forces Qf nature is said to be 
limited in the sense that it docs not increase with an increase 
in demand and man has no control in regulating it. Thi> 
is a quality that is possessed by several other concrete ob¬ 
jects also, such as, rare antiques or old paintings by renowned 
painters, manuscript of rare books, ancient coins, etc. In 
a sense the Taj Mahal, the Qjiluh Minar or St. Paul’s Cathe¬ 
dral also possess these characteristics. Noi is the supply 
of natural forces absolutely fived as is sometimes supposed. 
The area of agricultural land can be increased through 
levelling or the clearing of weeds, the reclamation of waste 
or shallow lands. The effective supply of agricultural land 
is also increased by improving the fertility of the soil or its 
irrigadonal facilities or through mechanised farming so that 
a plot of agricultural land is made to yield two or three times 
its usual yield. The wonders achieved by the T. V. A. in 
America or the projected Damodar Valley Scheme show 
how man can control the supply of the forces of nature and 
use them to greater advantage. An uncontrolled river may 
cause floods every year as the Damodar river does but if its 
flow is checked and regulated, through human effort and 
skill, it becomes a source of in creased water and power supply 
which can be put to different uses. In Australia even rain 
is produced artificially to protect crops against continued 
draught. So also crops are protected against severe cold 
or frost. Man is gradually extending his control over the 
forces of nature and at the same time he is able to produce 
artificiallv what they are meant to supply. Thus when ah 
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is scarce high up in the sky or down below in a mine it is pro* 
duced there through human effort. So al&o does man through 
air-conditioning devices make extremely hot or exceedingly 
cold places comfortable to live in. It is incorrect to say 
that man cannot increase or decrease the supply of the forces 
of nature that assist production. > 

The classical economists maintained that the properties 
of the soil arc original and indestructible but they themselves 
realised that soil in its original form hardly exists anywhere. 
Its chemical and physical properties had changed due to use 
by man. It should al*o be noted that even the early settlers 
had to change the original form of the soil in which nature 
supplied it in order to use it for production purposes. The 
land had to be fenced, levelled or cleared before it was used 
for agricultural production. The soil in its original state had 
to be appropriated and its form changed before it became 
a factor of production. Instead of allowing weeds or wild 
growth to flourish thereon man used it to grow crops of his 
choice under his diiection. That shows that laud ceases to 
be in its original form the moment it is used as a factor of pro¬ 
duction . Now are i Is properties indestrucl ible. It has often 
to be allowed to remian fallow to enable il to recuperate its 
fertility or has 1o be manured and ploughed for the same pur¬ 
pose. But Marshall maintained that though the soil or what 
is below the surface may lose its fertility or llie fertility ma y 
diminish yrt what is above the surface—rain, heat, air etc. —is 
indestructible. Il is an annual annuity fixed by nature for 
each plot. But this also is not coriect. Periods of draught 
are followed by good lains and famines are known to occur 
even in most fertile areas. It is the action of man that regu¬ 
lates the supply of wo I it, etc. to ensure that a plot yields 
maximum crop. Where it is not possible to regulate these 
nature’s excesses, such as storms, wind, and clouds, they 
become an impediment rather than an aid to production. 

And thus we see that the classical conception of land 
cannot be restricted to ihe forces of nature nor can its charac¬ 
teristics af outlined by them strictly apply to soil, sunshine, 
or rain. But then what arc wc to understand by the term 
land. It is clear that all non-human forces or objects that 
assist production can cither be land or capital. Capital is 

9 *E 
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that which is the result of past saving. A thing becomes 
capital only when it is preceded by an act of saving. When 
a man saves he refrains from consumption. It means that 
anything that can be saved must be capable of being saved 
or consumed. Consequently a thing can become capital 
only if it possesses this duality in its use, that is, (r) its use 
in being consumed and (2) its use in being saved. The owner 
has the choice to save it or consume it, which m ans that 
both the uses to save or to consume arc alike available to him. 
Moreovir for a choice what is needed is that the alternative 
uses should be equal to him He should be indifferent as 
between the two uses. If the consumption use is more valu¬ 
able than the saving use or vice versa there is really no choice. 
He will put it to that use which is more valuable. The 
question of choice arises only when both the uses arc equally 
good. He may then prefer to save because saving will earn 
interest. When he saves he docs not consume in the present 
but hopes 1o consume in the future. In the present he uses 
it foi further production. He will choose 1o save so long as 
inteiest is moie than the sacrifice incuired in waitine. Thus 
wc see that a thing can become rapital only if it has an alter¬ 
native use which is equally s,ood . Bui wc know that almost 
everything has an alternative use. The alternative usr may 
not be equally deniable, it mav even be a foolish use—the 
point is that almosl everything has an alternative use. For 
instance one may use a pair of spectacles as eyeglasses 
or use them as a paper weight or give them to his 
child to play with. Thpsc are the alternative uses 
of a pair of spectacles although all of them at any time or 
place may not be equally good uses. Sinrc almost 
everything has alternative uses we can conclude that 
almost everything ran assume the role of capital. But then 
the alternative use may not be an equally good use and we 
will, therefore, say that a thing is capital to the estent that 
the alternative use is an equally good use. It is not capital to 
the extent to which the alternative use i> a poorer or a less 
valuable use and is, therefore, to that extent land. Or we 
may say that in so far as an object that assists production has 
an alternative use it is capital and in so far as it has only 
one particular use it is land*. In view of the fact that a thing 

*rhe same concept is usually expressed in a different terminology. 
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to Some extent possesses alternative use and to some extent 
is specific, it is best to talk in terms of the capital and land 
aspects of things. Thus if a thing is worth Rs. ioo/- when 
used in one way and only Rs. go/- when used in another 
and alternative way we can say that it is capital to the extent 
of Rs. go/- and land to the extent of Rs. 10/- or that it 
has go% capital aspect and 10% land aspect. When a thing 
is used in one way the sacrifice in that use is that it cannot be 
used in another way. To the extent that a thing has land 
aspect it incurs no sacrifice though it may assist production. 
There is no sacrifice because there is no alternative use 
to forego. Though there is no sacrifice in this sense yet it 
gets a remuneration because it assists production. This 
remuneration is a pure surplus since there is no cost to be 
debited against it. This surplus is, therefore, like a free 
gift and accrues to the owner of land who makes no sacrifice. 
Since this surplus earning without corresponding sacrifice 
accrues also to labour, organisation and enterprise* we 
can trace the land aspect in all the factors of production. 
Any factor of production therefore has a land aspect when 
it gets a remuneration without any sacrifice. Land ceases 
to be a separate factor of production because it is just 
an aspect that can be traced in all factors of production. 
Since this land aspect gets an income which is not ba¬ 
lanced by any sacrifice we do not regard it as a factor of pro¬ 
duction because a factor of production is necessarily asso¬ 
ciated with the concept of sacrifice. Land thus becomes an 
abstract conception. We can see the land aspect in a 


To the extent to which a thin; is ronsidTed to have only one use it is 
said to be sp 'cific and to the extent that it has in altcmativr use it is non¬ 
specific. Since no good is entirely specific it is best to say that "things 
are specific in so far as they are thowht of as sen in' one particular pur¬ 
pose and are valued on that basis, while they ar; non-spedfi ■ in so far as 
they are valued for their potential usefulness in a wide range of different 
purposes.” 

*These factors of production have a land aspect to the exti nt that 
they are specific. To the extent that one can do just one kind of work 
there is no sacrifice for him and hence no cost. The ramines become a 
pure surplus, a free gift. 

If a man earns Rs. ioo/- in one occupation but could earn only 
Rs. 80/- in an alternative occupation then Rs. 8n/- is his cost of earning 
Rs. ioo/-. The balance of Rs. so/- is a surplus which accrues to bun 
because of the land aspect in him. Also see pages uo-ii supra. 
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worker just as we can trace the non-land or capital aspect in 
soil. And so we conclude that the meeting point between 
the classical and the modern views of landis that both regard 
the earnings ofland as a pure surplus—a free gift. Conse¬ 
quently, land (or rather the land aspect in modem termi¬ 
nology) has no supply price. 

Depreciation oj Capital 

The gieatei part of the capital goods used in a factory 
or commercial organisation consist of buildings and furniture, 
machines, tools and implements, raw materials, etc. These 
goods ate gradually consumed in the process of production 
of finished commodities or services. The consumed wealth 
is reflected in the \alue of the finished product. The sale 
price of the finished product, therefore, covers not only re¬ 
muneration to the human factors of production but also the 
cost of replacement of capital used up in production. 
So far as capital is concerned the production of every 
single unit of output, involves the using up of raw materials 
whose form or shape is rhanged in that process. A pro¬ 
ductive organisation has, therefore, to be continually fed 
with the supply of raw materials as every unit produced 
involves a quantitative diminution of th° stock of raw 
materials. On the other hand, more durable capital goods 
like buildings aud furniture, machines, tools and implements 
are used up giaduJly so that they wear out in rourr of 
time. Machines or tools may also become obsolete due 
to improved aud more efficient varieties having appeared in 
the market. As these improved varieties imply more efficient 
production and reduce the cost of production it pays a pro¬ 
ducer at times to scrap the old ones even before they are com¬ 
pletely worn out. The earnings of capital have, therefore, to 
provide not only a remuneration for the capitalist to compen¬ 
sate him for his sacrifice of waiting but a contribution to a 
“depreciation fund” to meet the loss due to wear and tear. 
The depreciation fund should be allowed to accumulate at such 
a rate that there are adequate funds to meet replacement of 
capital goods when they wear out or become obsolete. Every 
productive unit, therefore, maintains a depreciation fund to 
which annual contributions, that are a charge on the sale price 
of the finished product, are made. The absence of such a 
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fund may bring disaster to a producer who >may be unable, 
except by fresh borrowings, to replace these capital goods 
when they have worn out and discover too late in the day that 
he had actually been living on capital rather than income. 
The provision of depreciation fund is of special importance 
today when the use of capital goods has enormously in¬ 
creased. 

Specialization and use oj Machinery 

The increased use of capital involves round about methods 
of production. £ach man specializes in the production of 
a few commodities or services and exchanges them for the 
products of others which he needs. Under the primitive 
methods of production each consumer was to a great extent 
his own producer in the sense that he himself, agisted by his 
family mrmbers, produced most of the commodities that he 
required for his or his family’s use. Thepositionis completely 
different today. One has not only to depend upon an army 
of producers to supply him the things he needs but he has 
also to depend on them to purchase the goods 01 sen ices which 
he produces. The happiness of one thercfoi e depends upon 
the prosperity of many. The human race is being knit more 
closely together—a process that has been assisted with the 
phenomenal improvement in the means of transportation 
and communication. The village artisan is giving place 
to a modern factory. The leisurely, peaceful and serene 
atmosphere of the home worker is giving way to the business¬ 
like alertness and bustle of a mechanised factoiy. The use 
of machinery increases the annual flow of wealth of a nation 
because machines work faster and perform more accurate 
work. The increasing wealth is, however, accompanied by 
increasing wants and though it is true that the average man 
today is able to satisfy more wants than his forefathers ever 
did it is also true that he has a much larger number of un¬ 
satisfied wants. Look at the irony of fate! The aveiage 
man is happier because he is able to satisfy more wants. 
He is at tne same time more miserable because of the 
increasing number of unsatisfied wants that cause him 
pain. A cruel choice indeed! The remedy is renun¬ 
ciation of wants so that one is happier without being more 
miserable 
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The conflict between machinery and handicraft method of 
production is basically a conflict between two philosophies. On 
the one hand there are people, and this group includes most mo¬ 
dem economists and politicians, who believe that only through 
increased use of machinery it is possible to raise the standard 
of living of the masses and to provide them with modem 
amenities of life. On the other hand, there are philosophers 
and thinkers, like Mahatma Gandhi, who believe that machi¬ 
nery always leads to evils and abuses. Though the handicraft 
system means less wealth for the nation it means more welfare. 
Machinery leads to large scale production with its attendant 
evils of smoke, over-crowding and noise so characteristic of 
an industrial town. These involve a heavy drain on human 
health and happiness. Of what use is increased wealth if it 
does not lead to a happier and nobler life? 

It is indeed true that the increased use of machinery is asso¬ 
ciated with certain evils but a closer analysis will reveal that 
quite a large number of these evils are not due to machinery 
itself but mostly to the misuse or abuse of machinery by the 
capitalist class which is more concerned with its profits ra¬ 
ther than national welfare. Since a government no longer 
believes in laissez-faire it should be possible for this authority 
to regulate production in such a manner as to minimise the 
evils associated with industrial expansion and concentration. 
Nor does the increased use of machinery necessarily mean 
the elimination of the small man though it is true that 
machinery makes mechanised production on a mass scale 
possible. Machinery can be made to assist the small pro¬ 
ducer as well so as to lessen his toil and increase his earnings 
—both extremely desirable objectives. The supply of cheap 
power mid small machines to the cottage worker in Japan 
has achieved wonders and probably therein lies the compe¬ 
titive strength of that country. Even when machinery leads 
to mass production and concentration of population it is possi¬ 
ble for the state to enact legislation to enforce decent housing 
conditions, and fair wages, and create healthy surroundings 
for the people. 

The use of machinery takes over heavy arduous work and 
thus relieves thestrain on human muscles and often makes possi¬ 
ble pieces of work too stupendous for human beings to accom- 
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E lish. Machinery can also do most delicate types of work 
ecause it works more accurately repealing movement with 
great precision. Because of the accuracy with which a machine 
works it is possible to produce contrivances with interchange¬ 
able parts. This considerably reduces the cost of repair and 
replacement and consequently cheapens the cost of produc¬ 
tion. It is the use of machinery that enables mankind to in¬ 
crease its control over the forces of nature that are used for 
beneficial purposes, for example, multi-purposeliydro-elcctric 
projects. Then, machinery makes possible the production 
of goods on a large scale and thus enables a single factory to 
cater for a large market. Since production under such an orga¬ 
nisation is on a vast scale it is economical for such an industry 
to use machinery even for small operations. One has only 
to visit a match factory—say of Wimro’s at Bareilly, where 
the entire operations from cutting huge logs of wood to the 
production of a match box is mechanized—to realise the 
full implications of this advantage. Since the working of 
machines in different industries has basically a common 
working principle the use of machinery reduces the barriers 
between different trades and thus increases the mobility of 
labour. This also reduces the demand for specialised manual 
skill and requires merely a moderate amount of intelligence 
and commonsense on the pail of a worker. Thus it increases 
the scope of employment of unskilled workers. Work 
of a routine and monotonous type can be taken over by 
machinery and since a worker on a machine has to repeat the 
same operation several times and liis energies are concentrated 
on that small operation it suggests inventions that further 
reduce ihc monotony of work. Finally, all these advanta¬ 
ges result in improsing the efficienc) of production. This 
is doubly advantageous. It enables higher wages to be 
paid to workcis jind the reduction of the selling price. Both 
these lead to increased consumption and thereby an impro¬ 
vement in the standard of living of the people. 

To slate one argument is not necessarily to be deaf to all 
others. Though machinery has several advantages it has 
certain defects also -defects which arise not because of the 
abuse of machinery but which are inherent hi it. The 
working of mac hin ery is often accompanied with great noise 
which is a heavy strain on the nervous system. If the motive 
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power to operate macliinery is generated by coal there is 
heavy smoke that makes the neighbouring atmosphere un¬ 
healthy. Machinery insists on uniformity and exactitude 
as opposed to variety which is the essence of life and conse¬ 
quently tends to monotony of work and life. Then, a 
worker’s individual contribution, under mechanised produc¬ 
tion, is almost insignificant. He consequently^ takes little 
pride in his work which is likely to impair his incentive for 
improvement. Finally, machinery can only produce standar¬ 
dised articles. It is consequently suited to the production 
of commodities or services where indh idual peculiarities 
of consumers arc unimportant. 

Supply of Capital. The increased u'-eof machinny depends 
upon the supply of capital funds. The supply of capital depends 
on the growth of savings, which itself depends upon a medley of 
subjective and objective considerations. These con ideralions 
vary from counliy to country and fiom time to lime but there 
are certain general causes which an* tuialjscd below. 

In primitive and c\rn mcdittal limes most of the savings 
were done by individuals. Today, howcvei, a considerable 
proportion of savings is effected in almost all communities 
by corporate institutions (joint-stock companies) and govern¬ 
ment or semi-government bodies. The joint-stock corpo¬ 
rations save by setting aside a pari of their current income 
for strengthening their reserves instead of distributing it by 
way of dividends to their shareholders. Similarly, govern¬ 
ment and semi-government bodies also induce saving when 
they finance capital expenditure out of their cuirenl revenues.* 

•A very larg proportion ol mircnt saunas air tn.idc 111 the foim of 
investment in ihr growth of the hum<in factor, c.g, go eminent expendi¬ 
ture on education or sanitation or when parents <>pt nd cm the education 
and training of their children. It is generally better foi parents to invest 
their savings in the education and training of tlr-ir children then in the 

f iurcha&e of shares or ornaments. A pamit may savcRs. 10,000 and 
eave them for his children so that they ha e an annual income of Rs. 3oo 
or he may in.cst a part or whole ol these on the upbringing, Uaining 
and edi cation of his children so that they ate able to cam Rs. 4 00 or 
Rs. 5 oo per annum more. Many intelligent and wise people prefer the 
latter type of saving. A man a'so saves when he spends on dui able goods, 
e. g., when he buys a sewin' machine or a typewriter. Strictly sprat in* 
all expenditures that increase (he dlkirncy of a peison and thereby 
enable him to earn more arc of the nature of sav in[ s. They are invest¬ 
ment! nuher than expenditure. 
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Since corporate institutions and government or semi-govern¬ 
ment bodies have greater foresight and prospectivcness they 
save more than an individual would under similar circums¬ 
tances. 

Subjective Considerations are those which depend upon the 
outlook of an individual saver. They die related to his pros- 
pcctivcness and work from within himstlf. Growth of sa¬ 
vings depends upon the saver’s foresight—his capacity to anti¬ 
cipate the future and make provision for it. Life itself is a 
big risk and one can never be sure about the regularity of 
income, particularly if it is earned income. The sources of 
earned income may dry up due to disease, old age or death. 
People, therefore, save to make provision for a rainy day. 
Besides, one may expect ones future needs to expand without 
a corresponding increase in income. Future needs may 
increase due to family responsible tic',—increase in the numbei 
of children, their education, marriage, etc. People may 
also save if they want to become rich or to increase their 
unearned income and thereby cam distinction in the com¬ 
munity. They may also save in order to have more leisure 
in the futuie. Sometimes people save became they didike 
extravagance or have formed the habit of saving. Yet 
another motive is family affection. Sa' inn is done in order to 
make provision for the family particularly for the day 
when the bread-winner may be out of the picture. That 
a gical part of saving is due to dome tie affection is clear 
from the fact that people do not spend all tin ir s<r. ings in theii 
lifelim and prefer to leave them for the benefit of lliHhr chil¬ 
dren or cdesccndants. Sometimes people live very economi¬ 
cally because they want to giv e lai g e sums of money in charity 
to philanthropic or charitable institutions. Finally, one may 
save when the interest of the country demands it such as when 
there is a war. 

Objective Considerations depend upon those circumstances 
which are exterior to the saver. One ran only save if there 
is a surplus of current income over current nud-.. The sa¬ 
vings of the middle class in our countiy lodav arc so small 
because of the absence of such a surplus in most cases 
Their incomes have not increased in proportion to the heavy 
rise in priced. This surplus also depends upon total income 
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which in the case of Ihe majority of our people is very low. 
It depends on net income, that is, gross income less what is 
collected by the slate in taxation. If taxalion is very high 
the margin for surplus is r< duced. When the rales of income 
tax were nominal people could build up rich fortunes in a 
life-time which has been rendered most difficult due to high 
rates of taxation. The growth of savings also depends upon 
the sccurii) of life and property. One must have reasonable 
assurances that the sacrifices undergone by him to accumu¬ 
late wealth will not be in vain, that is, his sa\ings will be avai¬ 
lable for use by him or by those for whom he wishes to make 
a provision. The spendthrift nobles in pre-British India had 
little incentive to save when the security of their savings de¬ 
pended upon the mercy of tax gatherers or rapacious adminis¬ 
trators. Frequent invasions and the danger of bandits or 

K lunderers also acted as a strong discouragement to savings. 

fan also needs security against the violence and uncertainly 
of the forces of nature. Whrre wealth is destroyed by fre¬ 
quent earthquakes, volcanic eruptions or floods mm «ie likely 
to develop Epicurean tendencies. There must also be .stabili¬ 
ty of government and absence of fear of a social or political 
revolution involviug confiscation of wealth through abolition 
of private property or penal taxation. 

The introduction of money as a medium of exchange 
has greatly facilitated the growth of savings. Some t>pcs 
of services 01 perishable goods cannot easily be stored for 
future use and consequently money acts as a foment'mi store 
of savings. There must also be profitable av enues of inv esting 
the savings. It is a well-known fact that one of (he causes of the 
lack of saving habit amongst the villagers in India is the 
absence of investment facilities in rural areas. The growth 
of banks, joint-scock enterprise, government borrowings, and 
investment facilities provided by the Post Office have tremen¬ 
dously assisted the development of the saving habit in India. 
Finally, the growth of savings depend upon the money late 
of interest. Savings imply postponement of consumption 
and impose the sacrifice of waiting on the saver, interest 
is the remuneration for the sacrifice of waiting. A person 
goes on saving so long as this remuneration is not less than 
his sacrifice. Consequently, with a high rate of interest sa¬ 
vings arc greater than when the xatc of interest is low. Gene- 
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rally, therefore, the rate of savings varies with the rate of 
interest. Savings increase when interest rates are high. 
They diminish when interest rates arc low. Under certain 
circumstances, however, a person may save more when the 
rate of interest is low as when he saves in order to ensure 
a fixed income for himself or his heirs in the future. With a 
lower rate of interest more has to be saved and invested to 
ensure a fixed income. In such cases the growth of savings 
varies inversely with the rate of interest. 



CHAPTER XVm 

THEORY OF PRODUCTION 

Production means the creation of new utilities. Man 
cannot cicate matter. He can only re-arrange given matter 
so as to create new utilities. With given resources in land, 
labour, captial, etc., it is within the competence of man to pro¬ 
duce more or less of any particular type of utility. This is done 
by arranging given resources in different ways as to produce 
either cars, bicylcs, aeroplanes, biscuits, chocolates or ice 
cream. This is what we mean when we say that a country 
has choice between guns and butler. It does not mean that 
the same material goods ran literally be converted into one or 
the other but that ghen resources can be utilised to produce 
any utility we like. This utility can also be produced by bring¬ 
ing tilings, which alicady possess utility, from a place where 
they are not used to a place where they arc used. This in¬ 
cludes the traders’ work in production. A cultnalor produces 
wheal, a coal miner coal, and a trader who brings them to the 
market adds to then utility. 

Factors of ptoductioti 

It is customary to divide the factors of production into 
five categories—land, labour, capital, organisation, and 
entcrpii.sc. In ihe beginning only three factors, land, labour, 
and capital, w«ie recognised but Marshall added organisa¬ 
tion and, moreie< cully some have added enterprise as a se¬ 
parate factor of production. Land signifies all those faetors, 
such asfirtility, spaec, land surface, air, water and sun thine, 
which arc given by nature. They arc free gifts of nature and 
man cannot influence their creation. Labour signifies phy¬ 
sical effort while organisation means mental effort. The la¬ 
bourer takes his orders from the organiser and carries them 
out while ihe organiser has lo do original thinking 
and takes his own decision. It is not possible to say 
that the work of a labourer is altogether physical and 
that of the organiser is mental, because while the former 
needs mental effort for doing the work the latter his to 
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put in physical effort*. The chief difference is that the 
mental work of a labourer is of a routine typo while tin* phy¬ 
sical labour of the organiser is only by the way and hi chief 
function is original thinking and deciding. Thr chit f Junc¬ 
tion of the entrepreneur or enterpriser is 10 take risk. In 
producing rubber shoes there is the risk whether tiny will 
sell or not and the price at which they will fell. This risk 
is taken by the entrepreneur and he bears its loss or gain. 

In more recent times it has been recognised that in spite 
of some differences between these different factors they have 
(omnron features and it is not possible to divide them into 
four or five categoric 1 '. If we follow this method to its logi¬ 
cal conclusion each raw material will be Culled a factor. 
Each individual labourer will be a sepnrat * far lor. For this 
) ea'on, following the ideas of Von Wieser, the factors of pro¬ 
duction are divided into two broad catigmics, specific and 
non-specific. This makes it possible 10 focus attention on 
<he most important characteristic rf the fi.< tors of produc¬ 
tion. Perfectly specific factor•> are those whi h, for the time 
being, can be put to onl> one single use while p< if* cl 1 } non¬ 
specific factors are capable of being usi rl in a number of 
alternative ways. The chief difference bctwi'ii this end the 
old classifications is two-fold. All factors, land, labour, capi¬ 
tal and others ran belong to either ca1r<*oiy of -prufic and 
non-specific . factors. An old man 0/ ad a need ace who 
is unable to learn a new trade, is a perfee tly >pf*cific factor At 
the same time a piece of landwluch cannot be put to more 
than one use of either cultivating wheat or building a ranal 
isp-i JVc tly specific. Unskilled labouters,mrnty, and land 
which is capable of many allcrnath c uses arc all ut n-spe» ifie. 
The difference is that non-specific factors can claim a payment 
equal to their marginal productivity while sprcific factors hate 
no such power and they would be paid what the producer ran 
afford to pav. It is worth realising that a factor may be 
partly specific and partly non-spccifir and what i* specific 
to-day may become non-specific in the futuie 

The necessary condition for production i® thatthcie must 
be at least two factors. One single factor by itself can 

_ *The tendency now-a-days on the part of sonu* iv to id ntdj labour 
with physical work and organisation with m ntal wmk only. 
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5 >roduce nothing. If you go and pluck a fruit there is your 
abour and the tree which is cither land or capital. In com- 

S licated round-about-production more than two factors are 
‘equently needed but two is the minimum number.* 
According to the latest classification of factors, every act of pro¬ 
duction must have both specific and non-specific factors 
though the proportion ^ which they are present would natu¬ 
rally differ. Another important point is that the same given 
resources can be combined in different proportions to produce 
the same result. We can produce a thousand pairs of shoes 
with either 3 workers and 10 units of machinery or say, with 
20 workers and 4 units of machinery. This creates the po¬ 
ssibility of substitution of one factor for the other to secure a 
given result, and a producer tries to achieve the best com¬ 
bination by this process of substitution. 

Laws of return 

Every act of production, if continued, will yield three 
different results. These are known as Increasing, Decreasing, 
and Constant returns. If one factor of production is kept 
constant and the other factor is increased by a small unit 
the output will increase either more than proportionately to 
the increase in the amount of the variable factor, in which 
case it is known as increasing returns, or the output will 
increase less than proportionately in which case it is 
known as decreasing returns. When, however, the output 
increases in exactly the same proportion it is a case of 
constant returns. But in each case the output must in¬ 
crease because otherwise it would not be worthwhile for the 
producer to use the additional amount of the variable factor. 
Let us take a few examples. 

Machine f-100 labourers give a product of 200 units 

Case 1. +101 labourers give a product of 203 units 

Case 2. +101 labourers give a product of 201 units 

Case 3. +101 labourers give a product of 202 units 


^Though in the objective sense even two farton are sufficient, In 
reality there must be all the functions of production labour, organisa¬ 
tion, enterprise and waiting. 
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In the first case i per cent increase in one factor of 
production, keeping the other factor (machine) constant, in¬ 
creases theoutputby more than one per cent.i.e., by ij per 
cent. This, therefore, is a case of increasing reiums. This 
should be considered as decreasing cost per unit. The ad¬ 
vantage of considering it in terms of costs of production is 
that, comparing the changing costs with the price, we can 
immediately see whether it is advantageous to continue pro¬ 
duction further. It also indicates to us the profits which the 
producer makes. 

In rase 2 the output has increased only by 0-5 per cent 
while the number of labourers, keeping the machine constant, 
has increased by 1 per cent. This is a ease of decreasing re¬ 
turns or increasing cost per unit. In ease 3 the output has 
increased r:.artly in ihr same proportion, i.e., 1 per cent, as 
the number of labourers and this is a case of crn.slant returns 
or constant costs. In all thrse rases it is worth noticing that 
all ihr other factors, c\rept labour, have hern kept constant. 
The inn easing amounts of labour applied to fixed land and 
agricultural implements and bullocks, cir.. gnc increasing 
or decreasing returns toland. Similarly, increasing amounts 
of labour applied to fixed machinery, raw materials, etc , give 
incrcasi g or decreasing returns to that equipment. In the 
case of manufacturing industry when one more labourer is 
engaged, the machinery, capital, raw materials, etc, arc 
maintained in fixed supply but the raw materials arc adjus¬ 
ted so as to provide work to the additional labourer. If 
a tailoring shop lakes oue more tailor and the number 
of sewing machines, llircad, buttons etc., is maintained 
constant it would be necessary to re-distribute the work 
between different tailors so as to accomodate the new 
tailor. He will also have to be provided with additional 
cloth and thread to enable him to produce.. But suppose 
with the exisling equipment the number of tailors previously 
engaged was producing 20 shirts per day and wiln the new 
tailor doing the work along with the existing ones the number 
of shirts produced has increased to 23, the marginal produc¬ 
tivity of labour is 3 shirts. If Ihese three shirts sell for 
Rs. 2-8-0 each, the marginal productivity of labour in value 
terms, or to be more exact the “value of marginal productivity’' 
is Re. 7-8-0. The additional labourer will not be taken | 
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if his wage exceeds this marginal productivity of Rs. 7-8-0, 
because the producer cannot afford to pay more than this 
without incurring a loss. But if wages are below this level 
he will go on taking additional labourers with a view to ex¬ 
ploiting the existing equipment to (he largest possible extent. 

Both in manufacturing industry and in agriculture as the 
amount of one (actor, keeping all the other factors constant,is in¬ 
creased the cost of production per unit falls. This is due to the 
fact that additional labour makes it possible to use the existing 
machinery to full capacity. This process goes on till the ma¬ 
chinery and equipment aie worked at “optimum'’ capacityi.e. 
at a level where either an increase or decrease in the number 
of labourers remit. in increasing the costs of production. In 
the figmc the cost ol production per unit is shown along the 
ji-axis and Ok number of units of the commodity produced 
along the A-a\is. Tire cost of production per unit of output 
goes on failin' till an output of OM is reached. This is the 
optimum output and here the factory is working at optimum 
capacity. The cost of production at this point is the lowest 
possible. Tf production is 
either increased O’ - dec- y 
reased byoneunit the cost 
will rise. At this point of 
optimum production mini¬ 
mum co ts of production 
obtain, lfoulput isinneas- 
ed by onr unit the cost 
rises because now decreas¬ 
ing returns (shown by the 
increasing costs of pi oduc- 
tion per unit) set in. If the 
output is reduced by one unit the cost rises because there is 
stiff some scope for getting increasing returns by using addi¬ 
tional labour. The producei will take this additional labour¬ 
er because it is in his best inlercsts to produce at minimum 
costs or at the oplimum scale. This is so because when there 
is competition a producer who has the lowest costs has a 
better competitive power. With given prices for commo¬ 
dities the profit of the producer increases if the costs of pro¬ 
duction are reduced. The profit would naturally be maxi¬ 
mum when production is taking place at the optimum scale. 
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Every producer, therefore, makes an effort to produce at 
the optimum scale i.e. he tries to take full advantage of 
increasing returns or economies of large scale production. 
Whether he can do so or not depends upon various factors. 


In a study of economics of large scale production or, 
which is the same ihing, the laws of return the optimum 
size plays a significant part. Up to the optimum size there are 
conditions of increasing returns or economics of large scale 
production are enjoyed by any^ increase in output. Beyond 
the optimum size the diseconomies of large scale production or 
decreasing returns begin to set in. In the figure the pro¬ 
duction OM is taking place at the optimum size. At the 
optimum size production takes place at minimum costs. 

There is no industry that has just one particular optimum 
size. The optimum size differs from locality to locality and 
sometimes from plant to plant depending upon a number of 
considerations such as the nature of machinery, the supply 
of raw materials and power, the extent of the market ana so 
on. As scientific inventions arc made and industrial organisa¬ 
tion is improved the optimum size for an industry changes. 
In the case of India’s sugar industry the 1932 Tariff Board 
considered a factory with a cane crushing capacity of 400 
tons per day as optimum while the 1938 Tariff Board con¬ 
sidered 500 tons capacity per day as optimum. In 1948, a 
size of850tons crushing capacity was considered optimum and 
the U. P. and Bihar Governments have given facilities to 
sugar factories which were below this size to expand to a capacity 
of 850 tons per day. In the case of the cotton mill industry the 
1932 Tariff Board considered a cloth mill with 600 to 700 looms 
and 20,000 to 25,000 spindles optimum for Ahmedabad and a 
mill with not less than 1,000 looms and 35,000 to 40,000 spindles 
optimum for Bombay. The chief factor in making the 
optimum bigger for Bombay is the availability of electricenergy 
from the Hydel system. In Ahmedabad the mills have to 
generate then: own electric energy and the optimum size of the 
electric plant being lower, the optimum size of the cotton mill is 
also reduced. In the case of jute mills the optimum size is 
represented by mills having an equipment of 500 to 1,500 looms. 
iofe 
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In actual practice all the mills do not work on the opti¬ 
mum size. Some are too small and some too bi^. But in 
order to secure economies of large scale production to the 
largest possible extent i.e. to produce at minimum cost each 
miU tries to come to the optimum size. 



Number of sugar fac¬ 

Actual capacity 

tories reported workin 
in 1936—37 

1 —250 tons per day 

26 

251—500 tons per day 

50 

501—750 tons per day 

34 

751—1000 tons per day 

22 

Over 1,001 tons per day 

8 

Total 140 


These figures about the sugar industry show that only 
about one-third of the mills arc of the optimum size. The 
others arc cither too big or too small. The same is the case in 
all other industries. In the case of cotton mills the Bom¬ 
bay Millowners’ Association estimated that out of 277 mills 
only 158 were of optimum size as defined by the Tariff Board 
while in Alimcdabad, according to another estimate, out of 
277 mills only 127 were of the optimum size. 

Economic of large-teak production 

Why do producers have economics of large-scale pto- 
duction ? Why do the costs of production per unit decline 
up to the optimum size of production ? Why do increasing 
returns obtain? This is due to “internal” and “extcinal” 
economies of production, according to Marshall. Internal 
economics are those which arc within the control of each 
entrepreneur by his own effort such as better oiganisalion of 
different departments, use of better methods of production, 
dividing work in such a way as to place the most suitable 
man to each job. External economies, on the other hand, 
are those that become available to each producer by reason 
of an expansion in the size of industry and are not within 
the control of each producer such as the availabilitv of postal 
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and transport facilities, the output of subsidiary industries, 
and the availability of suitable labour and capital. Each 
produce has to make his selection of these from the available 
supply. An increase in the supply or an improvement in the 
quanty of these factors is beyond the control of an entre¬ 
preneur working individually. These facilities arc available 
as a result either of planning on some one’s part or an ex- 

f iansion in the size of the industry (as distmet from each 
actory or firm). 

The chief reason for internal economy or a reduction 
in the costs of production as output mu c ascs is tlie mclis^i— 
sibility of the fixed factor. This indivisibility is there in 
machinery, office equipment, marketing and other organisa¬ 
tion attached to each firm. By indivisibility we mean the 
incapadty of human ingenuity to produce machinery below 
a certain size. Suppose we wish to produce cement. It is 
not possible to manufacture machinery which can produce 
one bag of cement per day. If machinery can produce, 
at the minimum, 1000 bags of cement per day but we pro¬ 
duce only one bag the cost of this bag will be too hi',h because 
the entire machinery has to come inlo operation whether 
we produce one bag or one thousand bags. There is, solo 
say, an indivisibility in the machinery. If we employ more 
labour and raw materials and produce a largei number of 
bags per day the machine capacity is utilised to better ad¬ 
vantage. The cost of operating this machinery is now shared 
by a larger number of units, hence the cost per unit 
falls. This is the chief explanation for economies of large 
scale production or for the phenomenon of increasing > ctuins. 
This indivisibility also attaches to office equipment and 
machinery, the services of the managing age nts, skilled la¬ 
bourers ' and technicians, and marketing organisation. As 
production increases each bag of cement shares a smaller 
proportion of these costs which must be incurred no matter 
now much cement is produced. These arc known as “fixed" 
or over- head casts. The cost per unit of output falls as the 
over-head costs are now distributed over a bigger output. 
The costs of unskilled jabour and raw materials etc. which will 
be purchased only if cement is produced are known as 
variable costs. If more cement is produced a greater vari¬ 
able oost is incurred and if less cement is produced the van- 
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able cost is less. As output increases the variable cost increases 
other in the same proportion as output or, more frequently, 
in a higher proportion. 

In the following example in case 1 we produce 10 bags of 
cement with machinery fit for producing 1,000 bags. The 
result is that the cost per bag of cement is Rs. i02'0. If a 
larger number of bags is produced the cost will fall. If we 

E roduce i ,000 bags the over-head cost will remain more or 
as the same. It might increase by a small amount due to 
greater attention and more greasing needed when the machi¬ 
nery is working at full capacity. In case I the over-head 
cost is Rs. 1,000. In case II it may be Rs. 1,100. The 
variable cost in the first case is Rs. 20 while it is Rs. 2,000 iu 
case II, if we assume that the variable cost increases in pro¬ 
portion to output. 

Case I Number of Bags of Total cost 

Cement per day - 

Rs. 


10 Over-head cost 

Variable cost 


1,000 

20 


Rs. 1,020 

Cast per unit i.c. per bag Rs. 1 02*0 

Case II 1,000 Over-head cost 1,100 

Variable cost 2,000 

Rs. 3,100 


Cost per unit i.e. per bag Rs. 3*1 

0 

As the size of output increases the costs of production 
come down and the lowest cost at Rs. 3'J per bag of cement 
is achieved when the plant is producing the optimum output 
of 1,000 bags per day. In the same way the office expenses 
per unit of output fall as more is produced because a larger 
number of units share this fixed cost. As the size of an industry, 
as distinct from a firm or factory, expands and subsidiary 
industtries come into existence to supply semi-manufactured 
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raw materials to the main industry^ the costs of production 
of the main industry decline on the same principle of indivisi¬ 
bility. When the Indian glass industry was small it had to 
make its own packing material, which proved costly. Now be¬ 
cause of an expansion in the size of the industry cheap packing 
material can be purchased from a subsidiary industry. In 
the beginning the motor car manufacturers made their own 
glass, rubber and electricity fittings and the cost was high. 
Now these can be purchased at a much lower price from the 
market, thus reducing the cost of producing a motor car. 

Diminishing returns 

As the size of production increases beyond the optimum 
or, let us say, more is produced with the help of fixed factors 
of production, the cost per unit rises again. This is due to the 
diseconomies of large scale production or the phenomenon of 
diminishing returns. This applies both to manufacturing 
industry and agriculture. If a given piece of land is subjected 
to intensive cultivation, after a time, the costs of production 
begin to rise. In manufacturing industry if production is 
increased beyond a limit the costs of production per unit of 
output rise. 


What is the exact meaning of diminishing returns? 
Marshall’s classic definition of diminishing returns runs as 
follows : ’‘An increase in the capital and labour applied 
in the cultivation of land causes, in general, a less than 
proportionate increase in the amount of produce raised, 
unless it happens to coincide with an improvement in the art of 
agriculture . This definition is all right so far as it goes and 
would give a correct result if applied with care. A more recent 
definition of increasing and decreasing returns is more exact 
and refined. It is also fool proof. "The Law of Diminishing 
Returns, as it is usually formulated, states that with a fixed 
amount of any one factor of production successive increases 
in the amount of the other factors will, after a point, yield a 
diminishing increment of the product. Looking at the matter 
from the point of view of cost of production, if one factor 
is fixed in amount and incresed amount of other factors 


are used with it, and if no improvement in the efficiency or 
reduction in the price of these other factors is introduced by 
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the increase in the amount used, alter a point the cost of pro¬ 
duction per unit of output will rise” (Mrs. Joan Robinson). 
For purposes of comparison with this the definition of increas¬ 
ing returns from the same author is as follows : “When an 
increased amount of any factur of production is devoted, to 
a certain use, it is often the case that improvements in organisa¬ 
tion can be introduced which will make natural units of the 
factor (men, acres, or money capital) more efficient, so that 
an increase in output docs not require a proportionate in¬ 
crease in the physical amount of the factors”. A com¬ 
parison between these two definitions clearly brings out the 
fact that diminishing returns is more fundamental than in¬ 
creasing returns. 

What are the causes of diminishing i etums ? The indi¬ 
visibility which ga\c rise to increasing returns is also respon¬ 
sible for deci easing icluins. If pi eduction is taking place 
at the optimum scale, as in case 11, and il is dcsirrd to obtain 
more output from the same machinery the result is an over¬ 
straining of the fixed factor. This mcreascs the wear and 
tear and, in the case of machinery, more greasing and greater 
human at leu Jon become nect ssaiy. This increases the over¬ 
head costs more than propon innately. 

Case 111 Nrnnbi t 1 P>a:.» of 
Ct merit per day 


Total Cost 
Rs. 


t,ioo Over-head costs 1,400 

Variable costs a,200 

Total Rs. 3,600 
Cost per unit i.e. per bag of cement Rs. 3 ’27 

As seen in case III the cost per unit rises to Rs. 3*27 
per bag, as against Rs. 31 per bag in case II, if the machinery 
is over-straiued. This is due to the fact that the entire plant 
capacity is used up and there is no more unused capacity in 
the machine (actor to be exploited. Since the. cause which 
gave rise to increasing returns is removed diminishing returns 
are bound to be experienced as we increase production. This 
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is seen more clearly in the case of land. Intensive cultivation 
exhausts the fertility of the soil and as fertility goes down, the 
yield of crop falls or, in other words, the cost of output rises. 

Another important reason for increasing costs of produc¬ 
tion is the limitation in the supply of the variable factors as 
well. In the ultimate analysis the amount of labour, raw 
materials, rtc. available to any industry is limited in supply. 
It must be emphasised that we arc not speaking of each 
firm but of the industry as such. It is possible for one cotton 
mill to increase its output by buying more raw cotton. This 
will not affect the price of raw cotton in the market. But if 
the production of yam and cloth in the cotton mill industry 
of India, that is by all cotton mills constituting this industry, 
increases and more raw cotton is required the price of raw 
cotton is bound In rise. Upto a point raw cotton will be 
attracted from oilier uses, a larger amount will be imported, 
and if a sufficiently long period is considered a larger amount 
will be grown in India. But beyond a limit this cannot be 
done. In that case any increase in the output of clolh, and conse¬ 
quently in the demand for raw cotton, will lead to a rapid 
lisc in its price. This rising piicc of the vaiiablc factors, 
if their demand by industry or agriculture increases, is an 
important cause of the rise in the costs of the commodity 
pioduced. The bounty of nature is limited and it is not 
passible to increase the supply of raw materials, coal, and 
labour beyond a limit. This gives rise to diminishing returns. 

Here it is important to make a distinction between di¬ 
minishing output per unit of factor employed and diminishing 
output per unit of expenditure incurred. The former is 
difficult, if not impossible, to calculate when a number of 
factots are co-opcraling in the production of a commodity. 
The latter, however, is not difficult at all. Although it is 
not possible to calculate returns per unit of factors employed 
[because there arc a number of heterogenous factors used) 
it still serves a useful purpose to distinguish in our mind the 
returns to factors from the returns to expenditure. When, 
for instance, we say that diminishing returns arc due to the 
indivisibility of one or more factors, we are thinking not in 
terms of expenditure but in terms of physical units of factor 
or factors. Without having to increase the quantity of a 
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factor we get greater returns because we are able to use it more 
fully. Likewise, we get diminishing returns when in spite 
of wing a greater quantity of some factors we do no get 

5 eater output (at least not in proportion to the increase) 

:cause this extra quantity remains unused due to the limi¬ 
tation of the fixed co-operating factor. Diminishing returns 
are here understood as due to peculiarities of the technique of 
production. 


When, however, we say that diminishing returns may 
also be due to the fact that variable factors may become 
scarce and therefore expensive, we are looking to the expen¬ 
diture side of the act of production. The same quantity 
produces the same as before, but now the factors cost more. 
This is not the technical side of the productive activity, but, 
if we like to call it so, the business side of it. 


There is a way of converting the business side into the 
technical side. Why is it that the price of a variable factor 
rises? It is because there are some diseconomies of pro¬ 
duction in the industry producing that factor. And tnese 
diseconomies arc naturally due to the indivisibility of some 
factor of production used by that industry. Thus the tech¬ 
nical limitations of production in one industry cause a rise 
in the money expenses of production in another industry. 
We can therefore say that the one cause of increasing or dimini¬ 
shing returns is the indivisibility of one or more factors of 
production in one industry or the other. 

It is possible, however, to trace back the cause of dimini¬ 
shing returns ultimately to the scarcity of some factor in a 
basic industry. That scarce factor may turn out to be some 
species of natural resources or perhaps some variety of human 
intelligence. Factors such as these are scarce and bound to 
remain so in spite of all our efforts to increase them. Where 
our endeavours to increase production are thus thwarted by 
the scarcity of such factors, there is no way out of the diffi¬ 
culty. The only possibility seems then to lie in our ability to 
substitute for the scarce factor some that is not so scarce. But 
that demands perhaps a kind of intelligence that is scarcer still. 

If we think more deeply about it, the chief difficulty 
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is not the limitation in the supply'of each factor of production 
but our incapacity to substitute one factor for another beyond 
a limit. If raw cotton is in limited supply but we can substi¬ 
tute another raw material for it to the fullest possible extent, 
i.e. the elasticity of substitution between raw cotton and 
this other mataial is infinite, the price of raw material need 
not rise and diminishing returns would not set in. Suppose 
labour is in short supply but the elasticity of substitution be¬ 
tween labour and machinery is infinite i.e. machinery can be 
easily and freely substituted for labour an increase in the de¬ 
mand for labour will not increase its price. In actual prac¬ 
tice, due to the backwardness of scientific knowledge and our 
ignorance, and technical and other considerations the elasti¬ 
city of substitution between factors is small. This gives rise 
to diminishing returns. 

This point is of very great significance in the case of the 
entrepreneurial factor. Up to a point an enterpriser can ex¬ 
pand the industry under his control by employing assistants 
and by subdividing the work further, but there is a limit to it. 
Ultimately, all the decisions have to be taken by one brain 
and all the thinking has to be done by it. The assistance of 
others can onlybe obtained merely in carrying out these deri¬ 
sions. The work of thinking and deciding can also be delegated 
to a certain extent but in that case the work of co-ordination 
increases. In cither case it is the limitation in the capa 
city of human brain which leads to higher costs, if production 
is increased beyond a manageable limit. In this case also 
it is not the limitation in the brain capacity of human beings 
which really matters but it is the impossibility of substituting 
some other agency for the human brain which gives rise to 
diminishing returns. As the work expands and becomes 
heavy it is neglected and hence the costs of production rise 
because of lower efficiency. 

Principle of substitution 

In order to achieve minimum costs of production it becomes 
necessary for a producer to substitute one factor of production 
for another, or one quality of a factor for another quality of 
it, or one type of raw material for another type to produce the 
commodity. If labour becomes too costly the producer may 
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have to substitute machinery for labour either by using 
labour-saving devices or by having automatic machinery. 
This is substitution of one factor ofproduction for another. 
He may substitute the men labourers by female labourers or 
child labour. One quality of machinery may be substituted 
by another quality and make. The poraucer may substitute 
long-staple cotton for short-staple cotton and vice versa. All 
these changes arc made with a view to reduce the costs of 

E reduction. They become necessary because the price of some 
tutors might be more than their marginal productivity and 
they may not be economical wliile the price of others might 
be less than their marginal productivity and they may there¬ 
fore be preferred by the producer. The substitution of one 
factor for another takes place on the basis of relative marginal 
productivities and prices of different factors and the producer 
selects the cheapest and the most efficient combination. 

Substitution is made possible by the fact that for produc¬ 
tion various factors are needed and the same result can be 
secured by combining them in different proportions. A type¬ 
writer requires a number of factors for its production. The 
same number of type-writers can be produced by taking cither 
ioo labourers and 5 units of machinciy or 40 labourers and 
7 units of machinery. In this case two machinery hav e replaced 
60 labourers. This is called substitution. It has been made 
possible because the proportion in which factors can be com¬ 
bined is variable. This is known as a case of variable tech¬ 
nical coefficients. But in some cases the proportion in which 
factors can be combined is fixed- There is one driver to each 
taxi or one typist to each type-writer. This is known as fixed 
technical coefficients. Even here substitution between different 
qualities of one factor is possible but one factor cannot 
be substituted for another. Substitution requires that the 
producer should know the marginal productivity and price of 
every factor which he uses and of every other which he does 
not use, so that he can make this choice. If the producer 
is ignorant or careless the process of substitution will be hin¬ 
dered. It also assumes that technical difficulties do not make 
substitution impossible. Sometimes it might happen that 
some particular factor is cheap i.e. its pri^c is below its mar¬ 
ginal productivity but the producer cannot use it because the 
fixed machinery and equipment will make such use impossible. 
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Suppose the price of short-staple cotton goes down and it becomes 
relatively cheaperthan long-staple cotton but theproducer may 
not be able to use it because his machinery would not allow 
it. The attitude of trade unions, in the case of labour, might 
make such a substitution impossible. In Bombay the cotton 
millowners decided that labour must be replaced by machi¬ 
nery by making each labourer mind a larger number of looms 
but the trade unions opposed it. The substitution would have 
reduced the costs of production but it was made impossible 
by the resistance offered by one factor of production. Subs¬ 
titution assumes that there is enough time to make the necessary 
change. Substitution cannot be made in a very short period; 
it requires a long period of time for its execution. But in sjtite 
of these difficulties there is a clear tendency for substitution 
and the producer docs it whenever he gets an opportunity. 
His aim is to reduce the costs of production and he sets about 
this process by comparing the marginal productivity and price 
of different factors. 

What is ‘marginal productivity' ? The marginal product 
“in a slate of equilibrium is the addition which is made to the 
product of a firm when a small unit is added to the supply of 
the factors available to that fn m, and the organisation of the 
firm is adjusted to the new supply” (J. R. Hicks). If with fixed 
machinery ioo labourers can produce 200 units of the commo¬ 
dity and 101 labourers can produce 203,3 is the marginal pro¬ 
ductivity of labour. This is in terms of physical units. If we 
multiply the number of units produced i.c. 3 by the prevailing 
price for these units, let us say, Rs. 2 each, the 1 ‘value of 
marginal product” would be Rs. 6. It is this value of marginal 
product which the ‘producer compares with the price of the 
additional labourer who has been responsible for producing 
this additional value. He tries to bring about the condition 
in which the ratio between the marginal productivity and price 
of each factor is the same. In equilibrium i.e. in a condition 
when there is no further inducement to change the producer 
will have a picture as shown below : 

Marginal Productivity of Fac- Marginal Productivity of Fac¬ 
tor A tor D 


Price of Factor A Price of Factor B 
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If he uses more than two factors this relation of propor¬ 
tionality must be satisfied for all the (actors. He will use that 
amo unt of each factor at which this relation is satisfied. Sup¬ 
pose the marginal productivity of factor A is greater than 
its price while that of factor B is lower than its price as shown 
below : 


Factor 


Marginal Price per 

Productivity unit in Rs. 


A 83 44 /- 

% B 30 55/- 

This is not a satisfactory condition because the producer is 
losing on factor B and he will dismiss some units of it. In place 
of them he will take additional units of factor A on which he 
gets a net advantage. As the producer dismisses some units 
of factor B its marginal productivity rises and as he takes addi¬ 
tional units of factor A its marginal productivity falls. This 

S irocess of dismissing the factor B and taking more of the 
actor A will go on till by a gradual increase the marginal 
productivity of B becomes equal to the price of B and by a 
gradual fall the marginal productivity of A becomes equal to 
the price of A. At a point when the relation between marginal 
productivity and price for each factor is equal further substitu¬ 
tion will stop. The producer will have no further inducement 
to do it. If he continues to substitute the factors after this 
point the marginal productivity of .4 will fall below its price and 
the marginal productivity of B will rise above its price. This 
would not be a desirable situation. Hence the point of equi¬ 
librium is that at which this relation of proportionality be¬ 
tween marginal productivity and price is satisfied for each 
(actor. 


For understanding this process it is essential to appreciate 
the point that the adjustment will come about by a change 
in the marginal productivity and not price. This is so because 
we are considering a single producer in a competitive market 
and the prices of commodities and of (actors of production 
are not within the control of any single producer. It cannot 
either rise or fall whether lie purchases a few more or less 
units of factor A or B. As by our taking a bucket-full of water 
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from the sea its level cannot be disturbed so the. action of one 
producer cannot change the price. 'But his action will change 
the marginal productivity of the factors in his .firm. When 
more units of A are taken the marginal productivity of A fells 
because then there are more units of A relatively to the other 
factors. When, less units of B are taken the marginal pro¬ 
ductivity of B rises as there arc then less units of B relatively 
to the other factors. 



This condition of proportionality between marginal pro¬ 
ductivity and price can also be shown by a diagram. In the 
figure the curve EE is an equal product curve i.e. the 
different points on the curve show the different combinations 
of factor Ay shown on the x-axis, and factor B, shown on the 
j>-axis, needed for producing the same amount of a commodity 
which the EE curve represents. This curve EE shows the 
relation : 


Marginal Productivity of Factor B 
Marginal Productivity of Factor A 

The line mm shows the price of one factor in terms of the 
other and shows the relation : 


Price of Factor B 
Price of Factor A 
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These two meet at the point A where the producer is in 
equilibrium. At this point the following relation is satisfied, 
M arginal P roductivity of A Price of A 
Marginal Productivity of B Price oi B 
and this is the same thing as: 

Marginal Productivity of A Marg inal Pro ductivity of B 
Price of A ~ Price of B 

In this way, at point k the relation of proportionality 
between the marginal productivity and price for factors of 
production is satisfied and here (he producer is in equilibrium. 
There is no further inducement to substitute one factor for 
another. 



CHAPTER XES 

THEORY OF POPULATION 

The history of mankind reveals that the problem of popu¬ 
lation has been one of considerable importance from very 
early times. Even amongst the savages we perceive the 
working of a law that, regulated the growth of numbers and 
kept them within limits. But conscious f Hurts, in a more 
or less vague form, to direct individual conduct in this sphere 
in the light of social or political necessity can be traced from 
times when human beings became civilized and developed 
a communal life. The growth of communal life subordi¬ 
nated individual conflicts to social or communal conflicts. 
Now it is a conflict for supremacy between organi' ed commun¬ 
ities though individual conflicts still remain. The supremacy 
of a gioup, a community, a nation oi a race naturally dept nded 
upon th** health, strength and numbeis of that social organism. 
Consequently wc notice religious and moral injunctions, 
foi lifted by custom and tradition, to ensuie the numerical 
and physical growth of a community. The caily law¬ 
givers stressed the spiritual and material benefits (hat accrued 
to parents who pioduccd sons—the emphasis oil the male sex 
is understandable in an age when rights depended upon 
might. The laws of Moses or of Confucius eujoined 
upon their followers the duty to produce a son which 
alone ensuied salvation. So also amongst the Hindus where 
the belief is that the gates of Heaven arc closed to a' 
person whose funeral rites aie not performfd by his son and 
who does not marry a daughter in his life-time. Amongst 
the Gieeks and the Romans there was legal and political pres¬ 
sure to increase the growth of numbers to provide a continuous 
flow of able bodied soldiers and administrators to perpetuate 
their sway in distant lands. Nor was the need of selective 
breeding ignored—the Spartans followed it with vengeance. 
The laws of marriage amongst the Muslims reveal unmistak¬ 
able signs of subordinating social and religious customs to 
an expansionist population policy, 

It is, however, customary in the exposition of the theory 
of population to begin with Mai thus. This rimple clergy 
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man of Haileybury published anonymously in 1798 his 
famous Essay on the Principle of Population as it Affects the Future 
Improvement of Society. It was chiefly a statistical study of 
population from which Malthus arrived at ‘the Law of 
Population’ that has aroused so much controversy. As a result 
of his careful study he came to die following three important 
conclusions:— 


I. The gTbwth of population is limited by the means of 

s ubsisten ce. 

1 mmm 

II. Population has a tendency to increase much faster 
than the means of subsistence. Its growth is, therefore, 
prevented by powerful checks which nature provides. 


III. What had happened in the past was likely to 
happen in the future, that is, the growth of population, un¬ 
less restricted by man will be prevented by “positive” or 
“repressive” checks. He, therefore, advocated “preventive 
checks”, that is voluntary moral restraint. 


His first proposition is almost a Jruism.. Itis_ a self- 
evi dent truth that the size of th e populatio D-is^muted by 
t h e aVmilaBIe -tn eftns of s uT« u te'nc~ e t whic h fix, an ultimate limit 
WnrH which population pvpan/i as the excess would 

not have fn nri to eat and live o n. This is true of the vege¬ 
table and animal kingdoms as well where also any excess popu¬ 
lation beyond thr. means of gnhsistcnce "araflahl e to it must 
‘di tTof hu n yer anti starvaiinn . So also we find amongst the 
Savages that a large number of children or weak and 
decrepit persons actually die of starvation. In times of acute 
famine deaths due to hunger have been known to occur on 
a large scale in India about two hundred years ago and in 
China even in recent times. But in large parts of the world 
famines today are not food famines—thanks to the great im¬ 
provements in the means of communication and transporta¬ 
tion—but famines of purchasing power. Consequently, 
governments open relief works to provide a means of liveli¬ 
hood to the famine-stricken people. Incidentally it may be 
mentioned here thatin 1943 we witnessed in Bengal the rarest 
of phenomena in modern times—men, women and children— 
whole families dying of sheer starvation. 
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The means of subsistence which are available at any 
lime said-to-be. Nalmela ^manH for population— 

the larger the means of subsistencgjJxc.greater the population 
that can be fed. Thus Nature’s demand for population 
may be said to expand or contract witLihc. increase or dec¬ 
rease in the means of subsistence. But what are we to under¬ 
stand by means of subsistence ? If it implies the minimum 
physical requirements of man to enable him to exist then life 
at such a stage is brutish indeed. It is devoid of all cheer 
and the nobler and finer aspects of life. There is a lack of 
culture aud refinement. Man becomes one with his genus— 
a plain, simple animal. Man acts like a slave to nature and 
not as a master—a role which he tries to achieve in his strug¬ 
gle with the forces of nature. The modern man is not pre¬ 
pared to accept the position of exislcnee as analysed by Mal¬ 
thas. The means of subsistence vary with the standard of 
fixing to whirh a rommunity is accustomed. This standard 
of fixing is itself not fixed. It varies from time to time and 
from place to plac e. Even at a given place and a given time 
there are different standards of living for different people — 
the i ich, the pour and the middle class and their numerous 
sub-classes. Even if these difficulties arc ingored there is 
yet another hurdle. Malthus’s proposition assumes an equi¬ 
table distribution of the means of subsistence. This assump¬ 
tion is not true and consequently the limits to the growth 
of population can not be set by the total means of subsistence 
available to a community but depends upon the distribution 
of wealth and income in that society. This places a limit 
on the growth of population much earlier than an equitable 
disli ibulion of the means of subsistence would do. Nor does 
the proposition consider the eugenic aspects of the growth 
of population. This can only be ignored with great detri¬ 
ment to national progress. The proposition of Malthus 
only remains true in a broad way in tne sense that physi¬ 
cally population cannot grow beyond the amount of food 
available. But that low level of existence is never reached 
except perhaps in the case of poor, backward peoples of East¬ 
ern countries. Even there man docs not live t>y bread alone, 
least of all in countries to which Malthus particularly confi¬ 
ned his study. Finally, it may be argued that even amongst 
animals and savages where literally many die of hunger mis 
result follows not because of excess population which can not 
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be supported by the means of subsistence but because of their 
incapacity to expand production and thus increase the means 
of subsistence, which themselves are variable like the size 
of population. Yet it cannot be denied that the upper limit 
to the size of population is determined by the supply of food. 

The second proposition nfMalthm l.iyg «lnwn thaLpt>pu- 
lation has a tendency to increase muc h f aster than the means 
" Si subsistence . Its grow th is. th erefore^ ohsii£ct~c(rby “posi¬ 
tive" or "repressive rhecks .Bv a study nf facts Mai thus ri‘; In¬ 
ly raffle in tlur conclu sion that every people has a_tcndcm> 
to multiply very fast and populatio n'would have grown enor- 
mously ha d it not been kept in ch eck by disease, war, infant i- 
eide,~OT p rudence } n aaaal rdalitms. Man has been endowed 
by uaH iR r with~a uower ful.sgxual instinct which leads to vice 
or misery if i t is lulowo dJull scope for satisfaction. This ins¬ 
tinct has such a s trong hold over mankind that when the 
means of subsistence increase men become less prudent and 
multiply with great rapidity. When the growth in mem bers 
takes place a great s t rain is placed on th e means of subsis¬ 
tence. TKcy" pi m e inadequate to prov ide s uffijjcnl noui i'.li- 
menl’ to" the 111 cream 1 pu jjtdatnar; ' w h icir-is comcqw nt Iv 
starved and under-nourished. This__ill.-fed popujatinn is 
SUSceptTblg to, disease nr the search for jpud TP^>’ lead In 
Bl ooay~ wa.r§.causing deaths on a-large scale in either ease. 
Oir due to inadequate resources to feed their offspring pan nts 
may resort to the inhuman practice of infanticide. Or the) 
may become wiser in 'heir sex relations and exerrise restraint 
on sexual intercourse. All these causes result in a reduction 
of numbers so that the means of subsistence become adequate. 
Thus a period of distress and misery is followed by a period 
of comparative ease and eomfort. This period of comfort 
would again be followed by a period of misery unless deli¬ 
berate attempts are made to prolong it. This can be done 
by scientific or organisational improvements in the tech¬ 
nique of production so that even if population increases 
there are adequate means of subsistence and consequently 
no starvation or under-nourishment. But this rould give 
only temporary relief. Or people may be more prudent 
in sex relations. They may exercise moral restraint or 
reduce the birth rate by postponing the age of marriage. 
Or they may false their standard of living permanently and 
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make it rigid so that people would not like, unless their incomes 
increased, to undertake the responsibilities of parenthood 
that necessarily brings down the standard of living. The 
tendency of population to outstrip food*resources, however, 
remains, burls kept within control by the measures oullined 
above. The mere fact that children arc a charge on the 
purse of their parents is by itself not a sufficiently powerful 
incentive to the regulation of the growth of numbers. 

Malthus was awe-struck by the strikingrapidily with which 
h uman beings, if unchecked, multiply and the comparative 
slow speed with which the means of subsistence can increase. 
He found that whereas population, if unchecked, grows in 
a geometric progression the means of sub&tcnce could, at 
the most, expand in an arithmetic progression. Taking 25 
years as the period of time during which the increase in po¬ 
pulation and means nf subsistence takes place and assuming 
x lo be the population and y the means of subsistence they 
would grow in the following manner:— 

x 2x 4X 8x i6x 32s 64X i28x and so on 

y ay 3y \y 55 r 6y 7y 8y and so on 

That is, during every period of 25 years population doubles 
itself whereas means of subsistence only merrase by a cons¬ 
tant amount (y) in each of these periods. So far as the first 
series is concerned it may be takru as correct because it re¬ 
presents a biological law. If population is to double itself 
m 25 years it only means that one married couple should 
produce enough children so that at least four reach the 
marriageable ago. Even if we concede that out of every three 
children born one dies in infancy a married couple need pro- 
duce only six children during the period of their conjugal 
association so that at least four will attain the marriageable 
age. The birth of six children, where the parents exercise 
no check on their sexual instincts, is certainly not an over-esti¬ 
mate. It is true that in most Western countries a large num¬ 
ber of married couples do not produce so many children 
but this is due to deliberate efforts at birth control. Un¬ 
checked by any restraints the number of children lo a family 
would surely be more than six, not less. Parents are known 



FUNDAMENTALS OF ECONOMICS 


164 

even in Western conlries—not to talk of India, China etc.—to 
produce ever a dozen children. The assumption cf MaJthus 
that popu’rticn if vnthtilcd. drub^cs itself in 25 years is 
certainly rot rn cxei-('f ; n»atc. He may, if at all, has erred 
on the other side. It may, bowc\cr, be objected that the 
period of a grneiaticn should not be 25 but 30 or 33 years. 
That, howe\er, is a minor point and docs not diminish the 
force of his areuments. 

The series representing means of subsistence has, however, 
been criticised more vehemently. Means of subsistence in¬ 
clude the vegetable and animal products that multiply at a 
much faster rate than human beings. A single seed multi- 
lilies several fold. So also poullr), goats, fish, pigs etc. — all of 
which are used as human food. Bui their increase is also 
limited by proper kind of nourishment and struggle for exis¬ 
tence. Then wc should consider only the increase in the means 
of subsistence fiom year to year. If on an ana of land 
one maund of seed multiplies hundred-fold in a harvesi 
vear we should consider how many times it again multiplies 
in the ncxl year and the difference between the two rralh 
irprcscnts the increase in production. If the area of fertile 
agricultural land \\a; unlimited vegetable species would 01 
• uulci multiply at a much fa*lei rale. Since, however, the 
. ( rea of fertile agricultural soil is limited ihc vegetable or 
agricultural produce does uni increase several fold fiom year 
lo year. When Mallhus w.i»talking of increase in the means 
oJ subsistuicc lie was ically thinking of the tendency to Di¬ 
minishing Returns although he does not specifically mention 
it. Realising 1 hat the arra of agricultural soil is fixed and 
i an onlj he increased at rising rost he righllv thought that a 
gi\ en plot ol laud rould not double the produre, after a cer¬ 
tain stage of production, even if double the resources were 
applied to it. This is clear when he says, “Let us then take 
this for our rule, though certainly far beyond the truth; and 
allow that whole produce of the island (England) might be 
increased every twenty-fix c years (that is with every doubling 
of the population) by a quantity of subsistence equal to that 
which 11 at present produces.” In the subsequent exposition 
oriiis theory, howrx er, Mallhus stuck to the word ‘arithmetical 
progression’ although it is clrar that what he meant was that 
after the population of Enclnnrl was doubled the produre may 
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also be doubled but this doubling of the produce could not 
be repeated with a further doubling of the population owing 
to the Law of Diminishing Returns, as we would put it in 
modern terminology. It is true that Mallhus did not, and 
perhaps he could not, anticipate the remarkable improvements 
in the means of transportation and the cheaper sources of 
food supply in the New world which has enabled England to 
increase its food resources at a comparatively low cost and 
thus maintain a six-fold population with a comparatively 
higher standard of living. These unforeseen developments 
make his proposition rather out of date and out 01 place 
though it still remains true that if sexual instinct is not 
checked the human race will multiply with a frightful rapidity 
and will outstrip food supply. Due to insufficient nutrition the 
“positive” or “repressive” checks will then operate to reduce 
the population. 

^-'Tlir first two propositions of Malthus naturally led him 
In the third By a careful hi s t o ric a l study.he- c a m e to the 
conclusion that, unless some sort of restraint was exercised 
population would temTl'to multiply rapidly when it is un¬ 
checked by pestilence, war etc. He divided the checks on 
population growth into “positive?- or- -“repressive” and 
“preventive”. By “positive” checks he means Ihpse measures 
that reduce populaiioiL immediately by increasing the death 
rate such as devastating wars, diseases, infanticide etc. 
“Preventive checks 1 *, _hn.wey.pr, tended to diminish the birth 
1 ate and thus ultimately reduce population. They are moral 
restraint or.any deliberate and artificial means adopted by 
man to i educe biilhs. In all living organisms there is, on 
the one hand, a desire to propagate tlieir species. On the 
other, nature palccs a limit to their expansion by the amount 
of sustenance it pro\ ides. This struggle for life leads to the 
survival of the fittest and the rest, who are in excess, arc not 
able to reach maturity'. This is a biological law and applies 
to the animal kingdom where the high rate of mortality ensures 
that they do not become excessive. It speaks to the credit 
of Malthus to have realised this even before his observations 
were reinforced by the teachings of biology. Where birth rate 
is high the death rate is bound to be high. Malthus realised 
that unless population w as kept ip_ check hy‘~vuiuntary"rest¬ 
raint the old checB'^vice aaJmiiery’lsypuld come into opera* 
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tjnn. But since man has foresight and is a rational animal it 
was possible for him to adopt more humane methods so that 
the old and barbaric checks to population growth were held 
in abeyance. Man’s foresight should help him not to have 
more children when he knows that they arc going to die due 
to an inevitable biological law. Through the exercise of 
preventive checks it was therefore possible to prevent, or at 
least mitigate, the misery due to over-population. Thus 
conscious efforts on the part of man can prevent misery and 
hence he pointed out that the restriction of population should be 
the result of deliberate choice rallier than a necessity forced 
by the law of nature. This was indeed a great advancement 
and Malthus laid the germ of the modern theory of popula¬ 
tion which regards the growth of population as a matter of 
conscious and deliberate choice and thereby makes it subser¬ 
vient to the attainment of social and political objectives. 
Malthus pointed out, though not very clearly, the necessity of 
adjusting the growth of numbers to a social objective. This 
approach was infinitely superior to the general attitude that 
birth of children is a gift of God over which man could 
possibly have no control—a view that still has many adher¬ 
ents in India and other Eastern countries. The movements 
in the growth of population arc taken to be the result of 
Divine Law. Malthus was himself a clergyman and his 
own conclusions did not fit welt with his belief in the 
bencficcnic of the Almighty but he regarded these as injunc¬ 
tions from God to lessen human misery which resulted from 
the improvident habits of man. 

By “moral restraint’’ Malthus did not mean complete 
abstinence from sexual intercourse. Nor did he advocate 
celibacy—he realised that it would only lead to greater evils 
which may prove to be worse than the disease they were in¬ 
tended to cure. He would not permit auy outrages on morality 
beyond the bonds of marriage but wanted the date of marriage 
to be postponed till a man’s income increased sufficiently 
to enable lum to support a family. His Christian faith and 
teaching completely rejected the enjoyment of sexual pleasure 
outside the marital bonds and he was, theiefore, opposed to 
voluntary sterilization or to the institution of a class of profes¬ 
sional prostitutes'to satisfy the lust of man. He advised man to 
“restrain our passions within the bounds of reason” and strongly 
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upheld the virtue of chastity. But 'his practi cal commonsedse 
made him fully realise that no amount of preaching on the desi¬ 
rability of having good morals would make all men moral. It 
was an Utopian idea and lapses of morality were bound to 
occur. Realising the impetuousness of sexual instincts he feared 
that not many people would follow his advice. Consequent¬ 
ly the effectiveness of moral restraint would be very limited and 
he was therefore forced to condone the satisfaction of sexual 
instincts that are not accompanied with maternity provided 
the methods involved committed no outrages on morality. 
He made this concession as he regarded this slight departure 
from his moral principles as a smaller evil. The rule of 
conduct is therefore not of complete chastity or absolute 
purity but “ It is dearly our duty gradually to acquire a habit of 
gratif) ing our passion, only in that way which is unattended 
with c\if*. Readmitted, “Ihave not the slightest hesita¬ 
tion in saying lhat the prudential chrck to marriage is better 
than premature mortality”**. 

There is much truth in the laws of Malthus but (he con¬ 
clusions he drew were unduly pessimistic, possibly because 
he rould not foresee future developments. He was perfectly 
right in pointing out that the growth uf population was res¬ 
tricted by “positive andpreventiv e” cheeks otherwise the human 
race would multiply at terrilic speed. It has been estimated 
that a singl< married couple increasing at the rate of one 
percent per annum would in a period of 2000 years multiply 
itself to a Jiguic which will be equal to the present populauon 
uf the world. The world is certainly older than 2000 years 
and the rate of reproduction—if left unrestricted—would not 
be below 011c percent and yet the human population has not 
mircased to these frightful figures. This is a convincing 
piuof that population has been held in check by positive ana 
preventive measures. In _ the case of animals the pre¬ 
vents c checks arc inoperative. But man is wiser than ani¬ 
mals and hence the growth of human population is restricted 
not merely by the working of the inexorable laws of nature 
but also by conscious, deliberate effort on the part of men 
in the light of social, moral, or legal pressure exercised on in* 

•Page 500 " ~ " 
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dividual choice and freedom. Though population may 
not outstrip the means of subsistence yet the theory of Mal- 
thus enables us to realise that increase of population unaccom¬ 
panied by increase of productive resources is bound to have 
adverse consequences on economic prosperity and would act 
as a check to economic progress. His theory suggests that 
in the interest of economic progress the growth of population 
should be restricted when the productive resources of a comm¬ 
unity are not expanding. But Malthus was overwhelmed 
by the gloomy spectre of a rising population and he complete¬ 
ly failed to see the other side oi the picture that in certain 
circumstances the progress of mankind may be checked by 
the slowness in the growth of population. To enable the 
fullest utilisation of natural and material resources it is essen¬ 
tial that population should not fall below a certain level. 
At times national progress is accelerated by an increase in 
numbers. Again, the approach of Malthus made him assign 
an undue importance to the population factor in a nation’s 
economy. He failed to realise that falling standards of li\ - 
ing or distress may be due to other deep-rooted causes than 
the mere growth of numbers. The last economic depression 
of the thirtees drew attention to the crisis of plenty. Wheal 
was burnt and coffee thrown into the sea just because more 
had been produced than could be sold at a profitable price. 
The advocates of a revival pleaded restriction of cultivation 
and of all-roundproduction to bring prosperity to a world that 
was suffering from over-production. It was not a population 
crisis, it was a production crisis. The means of sustenance 
had increased too much and the remedy suggested was not 
population control but production control and yet that was 
an incorrect diagnosis. It is absurd to suggest that man¬ 
kind produces much more than it can consume, particularly 
when large masses of the people are living on the starvation 
line. It was not a crisis of production but a crisis of maladjust¬ 
ment between production and purchasing powei. On llic 
one hand, producers had more than could be profitably 
sold. On the other, people were under-nourished and liad 
not the means to purchase the surplus produce. There was 
apparently a need for distribution control so that purchasing 
power was placed at the disposal of those who needed it most. 

Malthus was right when he pointed out that the satis- 
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faction of the sexual instinct led to the procreation of the 
species but he failed to realise that the sexual and the repro- 
cfuctive instincts are not the same. He was probably scared 
by the fact lhf .1 nature had united the two instincts by giving 
them the same organs but though he realised that it was 
possible to separate sexual pleasure from the reproductive 
instinct he failed to work out 'tliis hint fully. Consequently 
he confused between these two instincts and while the sexual 
instinct is common and is irresistible in a very large number 
of cases he wrongly assigned that characteristic to the repro¬ 
ductive instinct. Obviously he could not clearly differentiate 
between the two. At least he did not carry the differentia¬ 
tion to its logical end. The two instincts are governed 
by entirely different considerations and strictly speaking 
the sexual instinct plays a \ery minoi part in the desire to 
increase the size of the human race. A large number of 
people do not like to be burdened with the responsibility 
of parenthood every time the sexual instinct is satisfied. E\ ru 
amongst the animals we find that they get rid of the burden 
of parenthood as early as possible. We will not be far wrong 
to conclude that while satisfying the sexual instinct human 
beings do not usually like to be burdened with the respon¬ 
sibility of rearing children. The reproductive instinct de¬ 
pends on social, religious and political causes and is moulded 
by the exigencies of time and place. It is thwarted by the 
selfishness or the prudence of paienls who do not want or 
launot afford to bring up a family ll is also checked by the 
(iesiic of women 10 seek economic independence or the dread 
of the pains and pangs of child birth, or by their desire to 
preserve their form—the beauty of the face and the curves 
of the muscles. In brief the considerations that influence the 
icproductivc instinct vary from person to person and change 
with the time. In fact the great success which Western 
countries have achieved in separating the two instincts through 
development and progress in science is a wonderful achieve¬ 
ment which has completely falsified the fears of Malthus. 
Most of the advanced countries arc today not suffering from 
over-population as Mallhus apprehended—in some cases, 
on the contrary, there is a fear that the birth rale is so low 
as to be actually tending to reduce population. _ The desire 
of birth control is, perhaps, because of economic necessity, 
such a common phenomenon today that even in Eastern 
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countries there is need of encouraging selective breeding. Mal- 
thus failed to see this because he was overwhelmed by the fear 
of increasing population. 

Nor did Malthus foresee the enormous expansion in the 
world's productive capacity which has been rendered pos¬ 
sible by specialization and scientific discoveries. This has 
meant that in spite of the growth in numbers the wealth of 
the people has been vising enabling them to improve their 
standaid of living. It is true that the growth of numbers 
has been considerably restricted due to voluntary control 
but this is then a most common development in every part 
of the world. Even in Eastern countries the middle and the 
well-to-do classes have come to regard a large number of 
children as a curse of God but due to ignorance and faith 
in Pro\idcncc they accept the result in a spirit of resignation. 
But some restraint is there though the use of contr«< eptives 
is, for various reasons, not so common here as in the West. 
Perhaps the intellectual and material progress that mankind 
has achieved reduces sexual propensity- or to be more correct, 
reduces the tendency to produce children as it makes them 
realise the responsibilities of parenthood more fully. There 
is a tendency to a declining birth rate because of grealer 
consciousness of paiental responsibilities with the progress 
of tiwlizatiun. It must, however, be admitted that Mahlius 
would have unreservedly condemned many of the modern 
devices that enable the satisfaction of the sexual instinct with¬ 
out involving the responsibilities of maternity. 

The Theory of Optimum Population 

The population of a country is never stationary. It is 
continuously changing. It may be increasing or even decreas¬ 
ing in numbers depending upon the prevailing birth and 
death rates in the rounlry. Tn e Theory of Optim um Popu¬ 
lation lays d own an obj ective criterion in the light of which 
thc-changc Tn~population should take place. At times it 
may be deslF3bfe~tb'mcreagE"pppirigllon~iusf as' *lT~mny be 
flesirablc toZdcc iease it at some other time. In either case 
t he change should be directed towards t he op timum. The 
optimum p oint is mat w men enables th e'community to pro- 
dOce the largest amount of goods and services p er head. 
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It is not a p mnt lyhirh enables rmYimum tetftf-pfed T lifm 
‘xf ^Uh in ths-Cnnunniuty but ix ceasidera- as-its guide the 
avcrag e~"sEare of each inha bitant nut of the total produce. 
Whenby an increase ia-yopuialiun thcavorage produce tends 
to rise me increase iV de si r abl e—Bui when it leads tp a fall 
in the average real income, then an increase-in population 

is not drsiinble._Tf, nn the mntraiy, a dfcrgase in numbers 

increases th g ^ averng e -U upc- o f-cac h — then such a.decrease 
is a movement towards the. achievement of the optimum 
point. At the optimum point the average jregl income per 
head is the highest. Any increase oi decrease in population 
at that stage reduces the a\ eracc and In nee is t not desiiable. 
It is true that the aggregate real national incoihe will increase 
at this point with an increase in numbns but the inn rase in 
aggregate income prr additional pci son will be less than the 
existing average real in com'’ and home il will tend to rduce 
the average share t.i each. An increase in population under 
these conditions is not justifiable aumd'ng to the Theory of 
Optimum Population because it maintains that ibc id»al or the 
most desirable population is dial whidr maximise 1 the average 
real iucome of the people 

The 1 henry is based upon the I,aw of Diminishing Returns 
which states that situ e f o Inis ol prodiu Mon are not peifcct 
subsdtulc> (lure i s a point aim whn h n cr.i»e returns tend to 
diminish if one or more In etc is ol production arc kept fixed 
and olhers an inci caofd. This hapinus because so long 
as the fixed factors arc not lolly u i cri tiu* average cost is fall* 
ing, that is, when the fixed factor is constant and other factors 
are increased the fixed f.ietoi is ninre fully used without any 
extra cost/ Consequently, output inci eases in a greater 
proportion than the increase in \aiiahle factors. But when 
a point is reached wluic the fued far lor is fully used the 
average output tends to diminiJi with an increase in 
variable factors as the inn (ascii \ unable faclois cannot be 
fully worked with the limited quantity of the local factor. 
This happens beiau l c there is one ideal combination in 
which the factors of production should be combinul »o that 
each unit of a factor is neither over-worked nor under¬ 
worked, that is, each factor is employed to its full 
capacity. This is the point at which average cost is lowest 
or production is at the optimum level. Taking the entire 
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productive resources of a countary as a whole—its total wealth 
including concrete objects, animals, forces of nature etc.—we 
can say that with this given quantity of non-human resources 
there is a certain population which will maximise the average 
output, that is, at that level of population all the resources— 
human as well as non-human — will be fully worked and so 
the average output is maximum. This can be illustrated 
by the following schedule:— 


Total population Aggregate Real 
'which also shows the) income in terms 
increase in units of of goods and 
population) services. 


Average 
Real In¬ 
come. 


Marginal 
Real In¬ 
come 


1U 

!>u" 

50 


11 

:>7-’ 

5 -* 

y* 

12 

648 

W 

76 

Vi 

7 if) 

55 

«7 

M 

798 
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5« 


16 

[)12 

57 

• 1 * 

17 

935 

55 


18 

951 


19 

Wc scr 

llut the tiggicgdlc 

il-uI iutoine L 

tin oughoul 


rising and in the table above this is maximum when the total 
population is 18 units. But the optimum population is 113 
units because that gives the highest average real income which 
begins to decline if there is any further increase in population. 
After this point the human resources arc too large tor the uon- 
human resources to fully employ them (human resources). 
This naturally supposes that the capital resources including 
forces of nature, animal power etc. of a country arc fixed. Bui 
in a dynamic world they themselves arc changing. This is abso¬ 
lutely correct and points to the conclusion that the optimum 
is not fixed but is itself oscillating due to changes in capital 
resources which take place 'simultaneously with changes in 
population. This does not, however, inviolate the theory which 
states that the optimum population is that which maximises 
the average real income with given nota-human resources. The 
changes in the amount of capital resources only make the task 
of finding and reaching the optimum more difficult. It does not 
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make the optimum level of population an illusory concept. 
The point of optimum level population oscillates like the pen¬ 
dulum of a dock but it is determinate though obviously due 
to dynamic conditions of the world it is more difficult to be 
achieved. It should, however, be emphasised here that the 
above discussion presumes that the amount of work done by 
each working member of the population is not changing as 
also the number of hours worked by him. It also presupposes 
that the effective supply of workers in a given population 
docs not vary due to changes in the age at which people start 
work or retire from work or due to change in the number oi 
members in a family that seek work. Changes in any oi 
these will bring about results similar to changes in popula¬ 
tion. If due to increased efficiency or organisation a 
worker does 20 per cent more work in the same fixed hours 
of work ihe result is same as would follow a 20 pei 
cent increase in Ihe number or workrrs with tluii efficiency 
unchanged. 

(The theory gi\es us an objective ideal according to which 
t lunges in population should be controlled and lays down 
lli.it individual conduct should be so regulated as to achieve 
.1 net birth-rate that leads lo ihe attainment of maximum 
,t\eragc real output. It is clear that population will no I 
automatically tend to reach the optimum figure. There is, 
therefore, nred for a conscious deliberate population policy 
that will regulate the growth of numbers in the light ofthr 
objective. The merit of the theory lies in this that if the 
.■Itninment of maximum aveiagc real income is regarded 
.'S a desirable optimum then il provides a working criterion 
lor the direction in which population should vary at any 
°i\cn time. It must be carefully noted that any change 
in the effective number of wuikns thiough a change in the 
birth-rate obviously takes a long pc 1 iod ol time and is realised 
only when the new babies grow lo manhood. Consequently 
we may have a situation where the population at present is 
too much or too little for the existing resources but is likely to 
become optimum due to increase or decrease in capital resour¬ 
ces during the nexl decade or so. In such a case it will obvi¬ 
ously be unwise to attempt to vary ihe si/e of the population 
as any such change by the time it matoialises will, due to 
riianges in thestoek ofcapital, itself move the population away 
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from the optimum point. Hencr, any policy' directed to attain 
an optimum level of population should take account of the 
changes that are taking place or air likely to take place in the 
capital resources of the community. But the knowledge of such 
an optimum poinl is not enough. Thri e must be conscious 
efforts to regulate the n,*wth of nuinbcis to achieve the op¬ 
timum level of poLmlauon. Pit ret .ilale control to regulate 
the birth rate will be most diflvuH to opeiate and at the 
same time stale Jim iff rein i iu this plin e of family life would 
be exceedingly ripnui.ujl to the people. Imagine the idea 
of a govrinnu nl offer i issuin'’' di i i cti ,vs u> indiv idual man icd 
couples to rcgulatf* their m.iiita! lonneitions vvilli the object 
of producing eliildn n at < 01dine to i»u* e is laid down by him. 
Nolhing could he mor*'«IP nsnr nu mi te impracticable. The 
biiths in individual f. milits, wlu p i* there arc conscious 
efforts to icollate them, dipt ml upon vmious motives that 
influence tlic parents’ wi‘li to have iliildnn. But the deter¬ 
mination and piopa.Mtinn of a vvotkiu" «■» icnlihc criluionis 
imponunl and it can b< u r cd to <nli<htin the pi'ople that 
the im reuse in the birth rate will tc ml to increase or diminish 
the genrial standard of lbing. One of the obstacles to 
the it "illation of individual conduct in the spline of sexual 
irlatioiis in ihrKght oJ soiial neicmly is Inc ignorance of 
ihe social objective which obstacle’ at least will he removed 
by laying it clcaily befot* tin people But even if pnrentsknow 
the sticial objective tluy may n< l like ii oi mijit find it diffi¬ 
cult to rtgulate the Lrovv.h i f ilicit fimily in the light of that 
objective An individuals prise nJ interest pl,ivs a very 
important pan ir this 'plitie. IP* I not imimmd with the 
geneiaJ standard of living but vvilli his own income .uid the 
responsibilitii s ol pai c mhood. B\ i n if'he population is below 
the optimum individuals may abstain fit m having large fami¬ 
lies due 1o thi feai of a i etlui lion in llirii own standard of living. 
They may still piifcr to have small families .so that they can 
provide pood education and adequate comforts to theii rhildrcn 
and also give them a bettn start in life. Thus wc see that, 
on the one hand, complete slate control in the matter of accep¬ 
ting responsibilities ol parenthood is diffieult and repugnant. 
On the other, the mere declaration of the nerd to pioduce 
more or fewer child)rn is not sufficient to achieve adjustment 
of numbers to the optimum level. Consequently, the state 
must take effective measures to influence the decision of 
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individual parents through liberal child allowances when 
large families are to be encouraged and withdraw them 
or impose some penal taxation when decrease in numbers is 
desirable. The totalitarian countries—Nazi Germany, Fascist 
Italy and Communist Russia—have not only resorted to such 
devires but have bestowed greater honours on parents who 
help the state in attaining its ideal. In the U. S. S. R., fur 
example, where women are encouraged to have more babies 
in the interest of the Fatherland a mother of fourteen children 
was recently awarded the Order of Lenin. 

The Theory of Optimum Population suffers from 
the defecl that it completely ignores the distributional 
effects of an increase in the National Dividend or in the 
average real income. It lays down that an increase in 
population is always desirable when it leads to higher average 
real inromr. But the total wealth and income of a country 
are not equitably distributed. It is not necessary that the 
increased National Dividend, which raises the average real 
income, should place more income in the hands of the masses 
and thereby raise their standard of living. The Theory 
presupposes that the existing scheme of income distribution 
is desirable, or at least satisfactory, and 'further that it 
is likely to remain unaffected for a considerable time in 
the future. It is quite possible that the inn ease in aggre¬ 
gate ical income due to rising population may actually 
he concentrated in a few hands and in spite of an increas¬ 
ing average real income the lot or the masses may be more 
miseiahle because of distributional defects in the existing 
socio-economic structure of the country. A change in the 
scheme of income distribution in a community may itself 
mean a higher standard of living for the people in general 
rven though the average real income may not be maximum 
or may not be rising. Besides the production of maximum 
average real income may involve conditions of work iuenm- 

E alible with the prevailing social conception of a decent 
fe. Consequently, the criteria of optimum output will 
vary with the aims and objects of the social structure we 
have in view. It may, however, be conceded that other 
things being the same a higher level of average ical income 
is desirable for a community. 

Another weak point in the theory is that it takes 
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a very narrow view—the purely materialistic view— of the 
social objectives. Even materialistic economists or philoso¬ 
phers will not agree that maximum average real income 
is the final objective of social policy. Indian thought, 
with its predominantly spiritual bias, has a stronger ob¬ 
jection. The individual or social ideal is, no doubt, maxi¬ 
mum happiness but this is not synonymous with maximum 
wealth. A certain amount of wealth or income is necessary 
for happiness but maximum wealth may not lead to maxi¬ 
mum happiness. Happiness is a much broader conception 
and depends upon mam obscure and mystical causes. Man 
does not work to satisfy his material wants only. He needs 
some spiritual satisfaction as well. The materialistic ideal 
cannot be permitted to lead to the moral or spiritual degene¬ 
ration of the people. Man also needs a sound physique 
and immunity from illness Lo enjoy his spiritual and material 
equipoise. The theory does not sufficiently emphasize the 
eugenic aspects of the growth of population which is desir¬ 
able in the interest of national progress and betterment. 
Maximum average real income should be enjoyed by heal¬ 
thy, intelligent, educated and conscientious people not a 
doll mass of sordid indhiduals. Consequently, selective 
breeding should form an essential part of anv sound popu¬ 
lation policy. 

Even if we take a purely materialistic viewpoint maxi¬ 
mum return per head cannot be our guide under all condi¬ 
tions. A nation is fully justified in having a population 
policy that enables it to achieve the national ideal that it 
has deliberately chosen for itself though that may load to 
a smaller average real income. Hitler and Mussolini had 
faith in war and followed an expansionist foreign policy. 
They believed and advocated Ilial a growing population 
was essential for national supremacy. With their given 
and accepted ends Nazi Germany and Fascist Italy were 
thoroughly justified in following a population policy that 
did not maximise average real income but rather increased 
the numbers of healthy able-bodied citizens, The policy 
being the result ol’^ conscious choice was certainly more 
desirable from their points of view as it contributed to 
the making of the nation. In countries like India where 
stronger emphasis is laid on plain living and high thinkin g 
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considerations of average real income must necessarily 
occupy a subordinate position. Population is not a ques¬ 
tion of relating numbers to the amount of food available 
or to the average real income but of adjusting the growth 
of numbers to an accepted social end*. . There cannot be 
one population policy that will suit all times, all ages or 
all communities. The correct population policy for a 
nation depends on the social objectives that it has set before 
itself and the success of the population policy lies in ad¬ 
justing the growth of numbers to such a social purpose. 
It is, however, clear that population cannot be allowed 
to be a matter of unconscious growth; it is essentially a 
subject of conscious and deliberate regulation of numbers 
in the light of an accepted social purpose. Secondly, 
since population is a social problem its solution cannot 
be left to the initiative of individuals according to their 
own conveniences. Policies have to be evolved that aim 
at directing individual conduct in the light of social necessity 
so that adjustment of numbers to the social objective is 
attained through intelligent action on the part of indivi¬ 
duals. Unluckily in India individual efforts to regulate 
births have been negligible. The government too has 
so far noL been able to lay down an intelligent and 
acceptable population policy. It is a pity that as yet wc as 
a proplc lu\ e failed to realise the importance of following 
a conscious and well-laid-out population policy. The practice 
of birth contiol is tare and modern devices that enable 
the satisfaction of the sexual instinct without involving the 
burden of maternity unknown to large masses of the people. 
Yet no scheme of social uplift 01 expansionist economy 
can has c lasting sur ccss in a country where people multiply 
with frightful rapidity. It is essential that the Planning 
Schemes of tin* Government should include the control 
of population so that the schemes of raising the standard 
of livmg of our people arc not thwarted by an enormous 
increase in numbers. 


* Thrse criticisms ran be met, however, by usin'* the teim real income 
in the broadest sense so as to include all desirable objectives in which 
rase it will he synonymous with arrrptcd social end. 

12 FE 



CHAPTER XX 


RATIONALIZATION 

Rationalization is an effort to increase the efficiency and 
reduce the costs of production. Any method or device which 
has this aim becomes a part of this huge process. A number 
of definitions have been given for this process but none is com¬ 
plete and satisfactory. According to one “the methods of 
technique and of organisation designed to secure the minimum 
waste of either effort or materiar are called rationalization. 
According to another, rationalization means ‘the scientific 
organisation of labour, standardisation both of material and 
of products, simplification of processes and improvement in 
the system of transport and marketing’. According to yet 
another definition, “Rationalization means that instead of 
traditional processes, established routine, empirical rules and 
improvisations, use is made of methods that are liic fruit of 
patient scientific study and aim at the optimum adjustment of 
means to ends, thus securing that every effort produces the 
maximum useful results’’. Such definitions can be multiplied 
but that would not serve a useful purpose. We may rather 
classify the various processes which constitute rationalization 
into three groups. The first one covers all those processes 
which involve the replacement of labour by machinery. We 
now give this the name of mechanisation. The second group 
consists of all those schemes of reorganisation which are 
introduced by firms *o prevent cut-throat competition, over 
production and falling prices. The third group consists of 
devices to quicken the pace of work and to make labourers 
put in the largest amount of work in the shortest period of time. 
This is known as scientific management. 

The need for rationalization arises to a great extent from 
the defective working of the capitalist system under competi¬ 
tion. If competition were ready perfect most of the difficul¬ 
ties would probably not arise, but in actual practice what we 
have is imperfect competition. The result is that there is 
periodical over-production, unemployment and trade depres¬ 
sion leading to much hardship to producers, consumers and 
labourers. Even when the system is not suffering from trade 
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deprewon the producers indulge in cut-throat competition 
to secure the market for their own goods and to strangulate 
the rivals. This causes a huge waste. The interests of the 
consumers and labourers arc not looked after properly. The 
capitalist employer lashed by the profit motive docs not care 
whom he tramples under foot. 

Schemes of rationalization aim at removing those features 
of the capitalist system that are prejudicial to the interests 
of producers. They prevent cut-throat competition, over¬ 
production and falling prices which are injurious lothe produ¬ 
cers. They aim at reducing the costs of production which, 
with given market prices for their goods, increase the producers’ 
profits. In contrast to this, economic planning safeguards the 
interests, or at least aim* to safeguard the interests of producers, 
consumers and labourers. Theother major difference between 
rationalization and planning is that while the former is mere 
patch-work the latter is comprehensixe and all-pervasive. 
But the aim of both is to re-organise partially or wholly the 
economic system. 

Mechanisation 

In this, machinery replaces human labour increasing pro¬ 
ductive efficiency. If too labourer'? and 5 units of machine 
produce 200 units of any commodity the effect uf rationali¬ 
zation would be to produce Ihe same number of units of the 
commodity i.e. 200, with the help of, let 11s say, 30 labourers 
and 15 units of machine. Here 10 units of machine have 
replaced 70 labourers. This kind of rationalization has 
the advantage of reducing the hardship and drudgery of 
work. Machines can do the work of lifting, pushing, and 
pulling which had formerly to be done by human labour. 
Moreover, a greater use of machinery makes precise work 
possible. Mechanisation on a large scale has undoubtedly 
resulted in improving the shape and beauty of manufactured 
goods. _ Finally, in a country where human labour is either 
not available or is too costly mechanisation reduces the costs 
of production. These are indeed very great advantages. 
But this kind of rationalisation is also open lo some serious 
defects. It creates unemployment. f In an expanding eco¬ 
nomy or during war-periods when conditions of full employ- 
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ment axe approached this does not matter. The labourers 
replaced from one place can be employed in some other place. 
But under normal conditions when this is not possible it causes 
great hardship to labourers. The human cost of rationalization, 
therefore, is unduly heavy. It is not possible to rationalize 
Indian agriculture as rapidly as is necessary berausr .we have 
no alternative avenues of employment for the displaced workers. 
The Irade union leaders arc opposed to it because of the 
hardship it causes to labour. There has been a considerable 
mechanisation in India’s cotton mill industry between 1927 
and 1940 but in most cases it was opposed by labour. An 
effort to induce a weaver to mind a larger number of looms 
led to a serious labour strike in Bombay. Ratiouali/ation 
increases the wage rate by increasing the marginal produc¬ 
tivity or labour and, to that extent, it is welcome. But it 
generally reduces the share of the national income going to 
the labour as' a class. In the above example, when the 
number of labourers to produce 200 units of a commodity is 
reduced fiom 100 to 30 it is quite likely that the wage per 
labourer might rise from Rs. 15/- to Rs. 45/- per month. But 
in spite of the higher wage rate the total wages accruing to 
labour would decline from Rs. 1,500 to Rs. 1,350. Rationa¬ 
lization thus often makes the mal-distribution of wealth still 
worse. It makes the rich richer and the poor poorer and, 
unless it is combined with measures to increase the share of 
labour in the national dividend, it might bring economic 
chaos and disorder which some political ihinkers have 
always been expecting. 

This type of rationalization, in the sense of replacement 
of labour by machinery took place in a number of Indian 
industries especially in cotton textile, iron and steel, and 
leather industries (luring the inter-war years. The prorcss 
has continued since, though its tempo was reduced during 
the war period due to the non-availability of adequate 
supplies of machinery. 

Cut-throat competition 

In the capitalist system the magnitude of supply is deter¬ 
mined by private entrepreneurs. Each producer tries to cal¬ 
culate the total market demand, which m itself is a difficult 
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task, and then tries to gauge the share of this demand that he 
would be able to sell. On the whole he tends to take a rosy 
picture of his prospects and creates excess capacity. Even 
if there is some doubt about his share of the market demand 
each producer feels hopeful that by the device of cut-throat 
competition he would be able to eliminate the rivals—a task 
that is not so easy as it appears. The result is over-pro¬ 
duction. The same situation mi^ht be created if the market 
demand declines due to a fall in the number of consumers 
or in their income. Over-production would again result 
leading to falling prices and losses for the producers. 
Rationalization of the second type is a defensive device to 
protect the interests of the mill-owners and manufacturers. 

It usually takes one of the following three forms: (i) 
The entry of new firms in the industry is controlled by license 
so that too many new firms entering the field might not cause 
over-production. A central organisation is created and the 
government gives it statutory sanction to control the entry 
of new firms. The British iron and steel industry and the 
Indian sugar industry have made extensive use of this method. 
This method has two dangers. If it is not done impartially 
it may do more harm than good. Not only may the object 
of coni rol be defeated but the situation may be made worse 
by the inefficient fil ms expanding their capacity. This is 
actually what happened as a result of the defective policy 
followed by the Indian Sugar Syndirate. If the entry of new 
firms is restiicted it might lead to stagnation. The infusion 
of new blood makes for efficiency and if this is prevented harm 
may be done. 

(2) The output of the existing factories may be restricted. 
This can be done in three ways, (a) Some factories may be 
closed altogether or (b) some portion of each factory may be 
closed or (c) the full equipment may be worked a fewer num¬ 
ber of horn's. As to which mehtod is selected depends upon 
a number of considerations. In the case of cotton and jute 
textile mills it is possible to close down part of the equipment 
but the nature of the machinery and the type of work makes 
it'impossible in the case of iron and steel and cement indus¬ 
tries to do So. Working in each factory partially increases the 
costs of production becausr such an arrangement disturbs the 
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balance and does not permit optimum production. In sudi a 
case it is better to close down some factories altogether, but 
such a course is not possible when the inefficient firms which 
should be closed down arc financially strong. Such was 
actually the case with India's cotton mill industry. In some 
industries, such as glass manufactuiing, the furnace has to be 
kept constantly heated so that working 40 hours a week is not 
a practical proposition. In the selection of the most suitable 
method the attitude of labourers has also to be taken into 
account. 

(3) The uuiput may be reduced to the level of market 
demands, or less, b> the method of unification in the shape of 
a merger or amalgamation. The combine can close down 
some plants 01 shill ilicm to other places. This actually hap¬ 
pened in the ease of India’s cement industry and the Indian 
railways. The excessive development of the Indian cement 
industry gave rise to conditions or cut-throat competition. 
Efforts at loose foims of 01 ganisation did not succeed. 
Hence a met gcr was foimed in 1936 which completed its work 
by *937- “A new company called the Associated Cement 
Company of India Ltd. was floated with a capital of Rs. 8 
crores. Ten existing companies joined the merger. The 
shareholders of these existing ten companies were offered cash 
or shares in the new company in exchange for their old shares. 
Full control in (his way passed into the hands of the A. 
C. C. (Associated Ccinenl Company of India Ltd.). The 
quota system was given up and territorial markets were allot¬ 
ted to diffmut factories. Moreover, factories situated in the 
centres of the 1 unsmiling area were enlarged with additional 
machinery; lac lories in excess of the local demand were closed 
down. In Ihi. way much wastage was avoided and conditions 
in the industry wci e stabilised”. (Indian Finance Year Book). 

Scientific Management 

This deals with the internal technical organisation of a 
factory, It means the selection of the most suitable man for 
each job, and the study of the shortest time it takes and the 
number of persons it requires to finish a particular job. It 
further implies the proper classification of different jobs in the 
factory so that the work may be organised in the most efficient 
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fashion. All this needs a very close study on the part of experts. 
The labourers are taught to conform to the new requirements 
and they are given financial inducement of higher wages. If 
these efforts are successful the costs of production arc reduced. • 
This is a desirable aspect of the problem. But these methods 
frequently lead to the imposition of an unbearable burden on 
the labourers. And when that happens the human cost of 
such schemes of scientific management becomes too excessive. 
Moreover, it has frequently happened that the greed of pro¬ 
ducers has induced them to demand more and more inten¬ 
sive work from labourers once they begin to work harder under 
such a scheme. If labourers agree to this their health might 
suffer. Such schemes, under certain conditions, lead to a weak¬ 
ening of ihe trade union organisation. It is for these reasons 
that the trade unions frequently oppose such schemes. But 
these enl consequences follow only when the thing is over¬ 
done. If it is kept within limits the advantages 01 scientific 
management would outweigh its disadvantages. 



CHAPTER XXI 

INDUSTRIAL ORGANISATION 

The entrepreneur exists in all forms of industrial organi¬ 
sation—individual ownership and management, partnership, 
and joint-stock companies—but he has a greater significance 
for the joint-stock form of industrial organisation. I n th is form 
ownership and control arc separated and though tKe entrepre¬ 
neur does not own it, he controls and manages the company. 
The fortunes of the joint-stock company, therefore, intimately 
depend upon the efficiency and caparity of the entrepreneur*. 
The entrepreneur takes risks in industry. He decides what 
goods are to be produced and what raw materials and factors 
of production have to be used to this end. The work of the 
entrepreneur consists in taking original decisions and issuing 
orders. All the others obey these orders. The manager, the 
chemist, the engineer and Ihe labourer have to be clearly 
distinguished from the entrepreneur. All these others carry 
out orders. Their work also involves mental effort but it is of 
a routine type. The most important point is that either one 
man may perform the entrepreneurial function or it may be 
divided up between a number of persons. If a manager or 
chemist is given Ihe power to take independent decisions, 
distinct from the general policy of die company, to that extent 
he performs the entrepreneurial function. In modern indus¬ 
try with its complicated organisation il is difficult to identify 
one man as entreprenem. His function is really subdivided 
and a number of persons simultaneously perform it. 

Functions of entrepreneur 

' The entrepreneur performs two major functions of co¬ 
ordination and risk-taking. The work of co-ordination is 
probably easier and for this the entrepreneur gels ‘‘normal” 
profits which arc in the nature of wages and are determined 


•Here the woid entrepieneur is used in the sense of the highest ttpc 
of organiser whose principal woik is to take independent deciriens. Foi 
the more specialised sense in which the trim is we d m thi me dein thiciy 
of distribution see the chaplt i on Piofit. 
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on much the same principle as wages of labour or any other 
factor. The work of co-ordination covers the following 
functions : 

(a) decision about the type of goods to be produced and 
the proportion in which the different factors have to be com¬ 
bined to achieve the desired result, 

(b) the choice of right man and right raw material for 
each job, 

(c) the policy of the company in relation to the compe¬ 
titors; on this depends the success or failure of the industry 
vis-a-vis the rivals, 

(d) decision about the advertisement policy of the com¬ 
pany, 

(e) decision about the relations which have to be main¬ 
tained with the government and the public, 

(f) decision about the policy to be followed in depart¬ 
mental adjustment and co-ordinal ion. 

The oilier function of “risk-taking” calls for greater capa¬ 
city and is far more difficult. The paymenr for it is 'pure’ 
profits ami the entrepreneur earns it without reference to the 
principle of marginal productivity and purely as a chance 
income. A really successful man in business is he who can 
take correct decisions in this field. The entrepreneur has to 
decide the future market demand, the share of it which he can 
hope lo supply, the price at which he can buy his raw mater¬ 
ials etc., and the price at which he can sell his goods. A 
correct decision about the right timeof buying andselling, the 
right time for raising finance and the kind of finance which 
should be raised determines tlic success or failure of an entre¬ 
preneur. The entrepreneur pays labour and buys raw maler- 
iak etc., but has to wail for the price of his commodity. If 
he is correct in his derisions he makes profits otherwise he in¬ 
curs losses. 

It has wrongly been asserted that the entrepreneur does 
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not exist in the rase of state enterprise or in a socialist state. 
The entrepreneur is equally necessary for these forms of enter¬ 
prise. But now his form changes. In capitalist enterprise 
the entrepreneur is a private person who is actuated by the 
profiL motive. He works hard because with greater effort he 
makes more profit s. He cannot afford to slacken his work except 
at the cost of his profits. The entrepreneur is the central pillar 
on whirh the capitalist edifice rests. But in the case of state 
enterprise or a socialist state he is a (i) government official and 
(2) receives 21 Hilary like any ode else. This becomes necess- 
sary because the socialist system does not recognise private 
profits and the gain> of individuals cannot be made to rest 
on chance earnings. But the functions of co-ordination and 
risk-taking v exist in the socialist system as much as in the case 
of capitalist ciileipiise. Some one has to decide the amount 
of the commodity to be produced, the type and amount of 
factors to be u>cr], and the methods of production to be 
employed, in a capitalist .system the entrepreneur has to 
adjust himself to the free working of the forces of supply 
and demand while under full-fledged isocialism there is 
authoritarian proem ement of raw materials, labour etc., and 
authoritarian disposal of the finished commodity. But the 
function of the entrepreneur is there all the same. It fre¬ 
quently takes the shape of coordination of work between 
different departments and ensuring the regular passage of 
semi-manufactuied goods from one department to another. 
There is the risk of work bul the losses and profits are now 
borne by the State instead of the individual. But the 
function and the payment for it remain as in the capitalist 
system though their form and system incvilably change. 

.Joint St ocky Enterprise- Theie are two chief differences 
between individual ownership and partnerships on the one 
hand and joint-block enterprise ou the other. (1) These 

unlimited liability in individual ownership i.e. if a 
loss is incurred the liability of the proprietors of the business 
is unlimited. In other words if the losses exceed the assets 
of the .business the partners will have to make good the 

•Heir usks arc ultimately taken by the btato, the citizens have to 
shoulder the rc»pon<ubiljr) of los&'*b when they occur. 



INDUSTRIAL ORGANIZATION 


187 

losses, in case of liquidation to their full extent w* far as the 
creditors and clients orthe business arc concerned. In doing 
so; if necessary, the entire private property of the partners 
might .need to be sold. \Bul in the ease of joinl-stopk. enterprise 
the liab ility ofeach share-holder is limited Jp the extent of his 
share!” If anEnr purchases a share of Rs. 100 in a cement 
company and the company comes to grief, he-Would not be 
called upon to.pay.morc than Rs. 100. Suppose he has already 
paid Rs. 25 to the company on his share and the company 
comes to grief the liquidators cannot adf him to pay moie 
than Rs. 75 i. e. the balance due* from him on his share, no 
matter how much loss me company may suffer. The princi¬ 
ples of limited liability become necessaiy because in industry 
responsibility is separated from control and the shareholders 
can not be expected 1o hold themselves responsible for the 
loss to an unlimited extent. In the ease of individual 
ownership or paitncrship it is the dut> of partners to see to 
the soundness ofthcii business and if they cannot safeguard 
it they must bear the loss. In the absence of the principle of 
limited liability joint-stock companies would have been 
unable to raise the necessary capital. 

. (2) The share capital of private partnership need not be 
divided into definite shares while that of Jh£ jpiuksiock-com¬ 
pany must necessarily be so dh kled jor two reasons. The 
joint-stock company to be able to raise capital lias to cater 
for people with different tastes and 1 equipments. Some arc 

£ prepared to take a gi eater risk fox a greater return while others 
refer safe investment and are satfified with a lower yield, 
loreovcr, it is necessary to maintain fire transferability of 
shares and debentures in older to induce people on a wide 
scale to subscribe to industrial capital. For this purpose it is 
necessary to divide the capital mto shares aDd debentures. 
Debentures are in the nature of a loan and on these the rate 
of interest is guaranteed, whether the* company makes a profit 
or not.. In case of liquidation the claim of debenture holders 
is considered along with the creditors. The sharts can be 
deferred, ordinary, first piefcrcncc, sreond prefeicncc, and 
cumulative preference shares. In the case of ptefi r, ncc shares 
the profit is first utiliscd.lo pay the fixed rates btftne distribu¬ 
ting it to others. But if in any one year there it no profit the 
preference share holders get nothing. But in the case of 
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cumulative preference shares the claim is continued and when¬ 
ever the company makes profit the fixed amount will be paid 
on these shares for all the years in default before paying anyone 
else. The deferred shares get dividend after the claims of all 
have been satisfied and in case of liquidation they are con¬ 
sidered \asY of ah. In the case of deferred shares, therefore, the 
fish is the greatest, as aiso the chances of earning high 
dividends.. On the other hand in the case of cumulative 
preference share the risk is low and so also the yield. 

Comparison 

The great advantage of joint-stock form of rompany 
organisation is that because of limited liability and the co¬ 
operation of a large number of people huge capital can be 
raised. This makes it possible to launch big schemes. In the 
case of private ownership and private partnership the extent 
of capital is necessarily limited. Such enterprises can only 
deal with small-scale and relatively safer industries. In the case 
of joint-stock companies because of huge capital research is 
made possible. Reduction can take place at low costs be¬ 
cause of more efficient organisation but private partnership, 
even in other countries, finds ^impossible to spend the re¬ 
quisite amount of money on these things and consequently 
suffers in efficiency. 

The joint-stock company has an important place in the 
formation ofcaplfal and the growth of savings. People are 
encouraged to save because the joint-stock company gives 
than the necessary facility for investment. Not all can start 
their own business and in the absence of joint stock enterprise 
they would be prevented from taking any pari in the finan¬ 
cing of industries. But as against this, the advantage of 
individual ownership and private partnerships is that they 
provide work to amateur businessmen who have talents but 
are otherwise unfit to work in a company. 

Tlie joint-stock company has a continuity of life while 
private partnerships frequently end with the life of a partner. 

In the case of a joint-stock company if one dies his place 
is quickly and automatically taken by another. Continuity 
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of life is essential for efficient working and the building up 
of a goodwill? 

In the case of joint-stock enterprise there is great possi¬ 
bility oT fraud and'recklessness as ownership and control 
arc separated while in the case of private partnership the 
scope for such practices is limited as the work is under the 
supervision of those who own it. This difficulty in the case 
ofjgint-stock enterprise can however be removed to a certain 
extent .by making suitable provisions in the_ company law. 
In the rase of individual enterprise there is some'sort of a 
personal touch between labour and employer on the one 
hand and between consumer and producer on the other. 
This touch becomes lets in the ease of private partnerships 
while it almost disappears in the case of the joint-stock enter¬ 
prise. 

In certain cases individual enterprise and private partner¬ 
ship are more effective in meeting competition because the 
rivals cannot discover the true state of affairs. In the case 
of joint-stock enterprise the rivals can easily discover much 
and this makes competition keener and deadlier. 

All these different types of organisation arc good in 
their own place. Every industrial system must necessarily 
have all of them. Even in highly industrialised countries like 
Great Britain, the U. S. A., and Sweden all these forms thrive 
side by side. As a matter of fact quite a large number of 
new enterprises start as private partnerships or as one-man 
affair and arc converted into a public company only subse¬ 
quently. In this way individual form of organisation is 
necessary not only for its own sake but as a stepping-stone to 
joint-stock enterprise. 

Combination* 

The working of perfect competition is not always pro¬ 
fitable to the producers. It gives rise to cut-throat competi¬ 
tion, over-production, and falling prices. To overcome 
these the producers combine among themselves. The chief 
object of this combination, which might take various shapes, 
is to protect the interests of the producers It forms part 
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of schemes of rationalization which the producers adopt 
to safeguard themselves. These combinations can be of 
various types and the best cl issification is available in the 
Balfour Committee repoil on British industry entitled “Fac¬ 
tors in Industrial and Commeicial Efficiency”. The follow¬ 
ing definitions have been repioducrd from that report. 
The different types of combination arc classified according 
to then - intensity and extejwv encss. Those which are of a 
loose kind com** fust and llioic which aic more closely knit at 
the end. 

I. “Informal undertakings or genthmen’i agreement* be¬ 
tween competing produceis or inciehanls as to prices to be 
charged or aieas to be served.” Thr r c arc very loose type 
of combinations and arc in nnny c.i .c> only temporary. They 
are, therefore, eavy to foim and easy to opeiate. Thry are 
frequently made by local liad such an bakers, barbers, 
and milkmen. Indu>1iy ha* al o nude use of th°m. The 
earlier ajreemcuts iu the Indian cement and jute industries 
were of this kind. These agi ocm *nts depend foi Ihcir success 
on the mutual interest of pr rduccrs who do not want to give 
up their freedom and yet wish to avoid undercutting each 
other. No one undercuts the prices because it is in no 
one’s interest to do so. • 

2. “Association* for u vela lino prim —These involve a 
more formal aarceinent b'tween competing producers or 
merchants, who form en ansocia'ion to fix minimum prices at 
which they will sell.” Tire object of these associations is 
also limited and while Uaviti? full Act (loin to the producers 
they only fi\ price-* in an effort to pi event undercutting. 

3. “Aaor'iiti'o/n for re^ulniing output— The simpler form 
of organisation is for an association of competing producers 
to arrange during a period of depression that only a propor¬ 
tion of die plant of each firm shall be worked, in order that 
production may be controlled and prices increased or main¬ 
tained. In other easis the actual output of each producer 
may be fixed, and he is expected (whether subject to fine or 
not) not to exceed it”. The Indian Ju<c Mills’ Association 
has performed this function for a long lime and frequently 
a part of the machinery Is closed down by agreement in 
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each member mill so that produption might not exceed 
demand. Such an agreement is valuable in an industry 
suffering from excess capacity. In the absence of such an 
agreement production is likely to exceed demand and thus 
pull down the prices. For the success of this form of organi¬ 
sation it is necessary that non-members or new firms do not 
break it. In the case of the Indian jute mill industry it was 
not possible to work it satisfactorily because non-members 
did not observe the principle and continued to expand 
their productive capacity with the consequence that those 
who did observe it suffered by losing their markets. 

4. “Pooling association —A common type of pooling asso¬ 
ciation is that in which each member pays a similar fised sum 
per unit of output into a pool, which, at regular intervals, 
is divided up equally amontr the contributors afier the for¬ 
mation of a reserve fund. Under a more elaborate form of 
arrangement each producer is allotted a percentage of the 
aggregate output of all the producers in the association, the 
percentage being fixed on the basis of ascertained experience 
in the recent past. If a producer exceeds his percentage 
of the. total output, lie pays into the pool a sum proportion¬ 
ate to the excess, calculated on an agreed basis; if a producer 
falls short of his percentage he receives from the pool a sum, 
calculated also on an agreed basis (though not necessarily 
the same basis as is applicable to excess production), proportion¬ 
ate to the deficiency. In some cases pooling associations 
also fix prices”. There have been some such associations 
iu India but the best example is provided by the working 
of the “Industrial Pool” by the Indian Jute Mills* Association 
which remained in operation between 1st July 1914 and 31st 
March 1946. This arrangement made it possible to spread 
the financial strain of war-time conditions on all nulls as 
uniformly as was possible. In its absence some mills would 
have made good profits while others would ha\e been 
ruined. 

_ 5. “The participating Cartel with selling syndicate. 
This formof organisation was adopted in Germany in a number 
of industries. The essence is that competing producers agree 
to establish for a definite period a joint selling agency for the 
exclusive sale of their products, and that each producer is 
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allotted a participation in the total output. Those who exceed 
their participation pay a fine those who fall short of it recrive 
an indemnity. The selling agency or syndicate is registered 
as a company in which the individual producers are share¬ 
holders with votes in proportion to their output. The mem¬ 
bers fix a base price for products covering cost of production 
and sell to the syndicate at an accounting price that is usually 
somewhat higher. The syndicate sells to the public at the 
“highest price it can get, adjusting its price to circumstances 
in different parts of the market, though it dors not as a 
rule sell below the accounting price. A feature of some of 
the German Cartels notably the Stahlwcrksverband, before 
the war (of 1914-18) was the subsidizing of the export trade, 
espcriallyin years of depression.” In India there has not been 
a pure cartel in this sense but a number of associations have 
from lime to time performed some of these functions. The 
great advantage of this form of organisation is that it is neither 
as loose as the ‘gentlemen’s agreement’nor as thorough as the 
Merger and therefore serves a useful purpose under certain 
circumstances. 

6. “The ‘voting’ trust. This form of organisation be¬ 
came prevalent at one period in the United States, until it 
was held by the courts to be illegal. A number of (nmpet- 
ing companies agreed to assign the whole of their stock to a 
group of trustees, receiving in exchange trust certificates 
representing the valuation of their properties. The trustees 
were thus able to exercise complete control over all the 
businesses. This is in theory a permanent form of organis¬ 
ation.” In India we do not have any such organisation. 
It was discovered to overcome certain legal restrictions which 
existed in America and in India its need has not arisen. 

7. _ “Holding Companies . —Another method of establishing 
unity is. for each of a gioup of companies to sell its shares, 
or a majority of them, to another company, established 
for the purpose or already existing, the shareholders of the 
individual companies receiving in exchange shares in the 
holding company, in the interests of the whole group of 
under takings.” 

8. “Consolidations or meters. These denote the con- 
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solidalion or merging of two or more* businesses into a single 
undertaking. The businesses taken over completely lose their 
separate existence.” This is a complete form of organisa¬ 
tion and has the advantages which other forms lack. Iis 
only disadvantage, from Ihc point of view of amalgamating 
firms, is that they lose their separate identity. But the resul¬ 
ting combine has great case and facility in closing down 
redundant plants and in expanding efficient ones. It almost 
always leads to greater efficiency of production. There are 
numerous examples of this in India. The Associated Cement 
Company of India Ltd. was formed by the merger of 10 com¬ 
panies in 1936. The East Indian Railway system absorbed 
the O. R. Railway. In 1940 the Punjab National Bank 
absorbed the Bhagwan Das Bank. There have been many 
other examples of this kind in all the fields. 

Vertical and Horizontal Type 1 

All these combinations can, in general, be divided into 
two broad categories—vciiical and horizontal. In the verti¬ 
cal form producers supplying different commodities in the 
same line combine together. If the producers of iron ore, 
coal, steel, engineering products combine together it would 
be a vertical combination. Similarly, sugar factories may 
on the one side control the cultivation of cane and on the 
olhei ihc confectionary industry. In India the institution of 
Managing Agcmv system has obviated the need of forming 
vertical combinations because the managing agents sometimes 
perform precise!) the same function as a vertical combi¬ 
nation would do. The managing agency cannot be called a 
vertical combination. But it sometimes performs the same 
function as a vertical combination. I11 the case of horizontal 
combination producers of the same commodity combine 
together. If producers or sugar combine or if producers 
of steel combine it would be a horizontal combination. 
Gentlemen's agreements, pools, cartels, trusts etc., are mostly 
formed between producers of the Rame commodity and are, 
therefore, horizontal in nature. 

The inducement to form vertical combinations comes 
from the following considerations: (a) The element of uncer¬ 
tainty. The supply of coal isvitalbul if it is uncertain Ihc iron 

13 Ffc 
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and steel producers better control the coal supply- Sugar 
factories cultivate their own cane to ensure regular and 
adequate supplies, (b) Consideration of freshness and quality. 
Ghee manufacturers instead of buying milk have their own 
dairy. Fresh fruit industry sometimes has its own orchard, 
(c) Technical reasons. In the case of engineering industry 
it reduces costs of production if hot iron directly passes to the 
engineering plant thus ensuring continue us process. Similarly, 
pig iron is converted into steel when hot. These technical 
reasons make it economical to form \ eriicjl combinations b< - 
tween the producers of these commodities. 

The causes of horizontal combinations are Iff) the exis¬ 
tence of cut-throat competition bt tween rival producers, 
(b) the cxistenre of excels capaiii) and ronscqnenl over¬ 
production leading to falling price s Midi as actually happened 
in the case of India's jut»• .md sugai industries, |c) technical 
considerations. As in the rase oT Impelial Chemical Indus¬ 
tries Ltd. such combination made it pnsriblu to economise 
in the costs of production by milralised buying and selling. 
The combine can spend considerable .•mount of money on 
research which would no> be pussibh for any individual 
concern to do. This has been tun* of the A'-soeialed Clement 
Company of India Ltd. 

Managing Agency Sy\tm 

Thus system is peculiar to the soil of India and originated 
because of Ihe special problems which weic created in the 
days of the Last India Company when either one of the 
managing partners of a foreign firm in India died or, for one 
reason or auolher, he wished to return back to his native 
land. The work was frequently entrusted by these foreigners to 
“agents” which in due course of time expanded their activities. 
This gave birth to the Managing Agency System. In 
more recent years, firms of managing agents have eomc into 
existence not to take over work from I hr outgoing managemt nt 
but also to start and set up new industries. The firms of 
managing agents undertake to manage anybody’s firm for a 
consideration. _ In Ihe beginning these managing agency 
firms were foreign bul now there are quite a large number 
of Indian firms, such ns Biiia Brothers Ltd. and T«ila Sons 
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Ltd., and the experience gained by them has been of 
advantage in the industrialisation of the country. The 
managing agencies arc usually either partnerships or private 
limited companies. 

Function* 

"‘Broadly speaking, managing agents in India perform 
three important functions. First, they pioneer new industries, 
and play the role of promoters : they discover an industrial 
proposition, assemble the elements of the business, and finally 
procure the funds to put those elements into operation. 
Secondly, they provide finance required for industries in 
respect of both fixed and working capital. Finally, they 
perform the day-to-day management of (industries—a work 
that is performed in other countries by « manager or a manag¬ 
ing direcloi” (N. Dasj. 

Tn addition to being pioneers of industry’, promoters of 
companies, and underwriters of the shares, and managers, 
(he chief importance of the managing agents lies in their 
providing finance for industry. “The attribute of the manag¬ 
ing agent dial has most attracted public attention is his vole 
as a capitalist, the supplier of industrial finance. Sir Victor 
Sassoon described the arrangement of finanre for the compa¬ 
nies under his rontrol as the most valuable function of the 
managing agents. The provision of finance not only for 
initial fixed capital expenditure bul also for subsequent re¬ 
organisation, extension and modernisation as well as for 
working capital purposes has in br arranged for by managing 
agents. They furnish this finance in various ways : by 
themselves subscribing to the share capital and debentures 
of joint stock companies or getting them subscribed by their 
friends and relatives, by arranging loans from banks and 
pledging their guarantee for the loans; by attracting deposits 
from the public on the strength of their reputation and stand¬ 
ing in the buisness world and last but not least by making 
advances to their companies from their own prnaic resources 
.it a certain agreed rate of interest.” (S K. Basu). 

The managing agents charge a commission for their ser¬ 
vices. Before 1936 they could charge commission either (1) 
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on the basis of profits or (2) on the basis of net sales or (3) 
on the basis of quantity produced* The last two aic not de¬ 
sirable because commission can be charged on the basis of 
sales or production even when losses arc made so that there 
is always a tendency to overproduce. The companies Act 
of 1936, therefore, permits commission to be charged only on 
the basis of profits. In addition to commission, the managing 
a g ents wialtp a lot of othci pi ofits with the help of their rights 
and privileges. 

Two types 

The Managing Agency System operates in all centres 
in India but two chief types hasc to be distinguished— 
Bombay type and Calcutta type. Some towns base ma¬ 
naging agents of only one typr and some ha\e of both tjpes. 
There are no hard and fast differences between the two but 
broadly speaking they difln in the following respect. (a) 
In Bombay the managing agency films arc mostly Indian 
while in Calcutta they aie mostly European. (/;) In Bom¬ 
bay the managing agency firms are interested only in om 
industry and that happens to be the cotton textile industry 
although there arc also firms like the Tatas which control 
a number of industries, such as chemicals, oils, cotton textile, 
hydro-electric, iron and steel. In Calcutta the managin'', 
agents do not generally confine themselves to one mleipihe 
only. Very often many factories in the juie, ilcclruity, 
cement, and paper may be under the same managing agmis. 
(c) In Bombay the firms arc mostly'hereditary. The sou hh - 
cecds the father not only as a head of the family but aho as head of 
the managing agency. The managing agency fnms are mostly 
singl efamily affair s. This factor of inhci itance makes many oft he 
firms inefiirirnt, since there is no reason that the sou of a compe¬ 
tent person should also be efficient. Jn the Calcutta ty-pe there 
is no hereditary clement. There are many p.utners in each 
firm and fretjuendy the efficient employees are taken as pat 1- 
ners. This infuses fresh blood into the organisation and keeps 
it healthy. ( d ) In Bombay type the managing agents retain 
the shares of companies under their control with the conse¬ 
quence that the investment of Bombay managing agents in 
companies under their control is substantial. Hie Calcutta 
managing agents, partly because they control a number of 
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industries simultaneously and partly because of tradition, do 
not stick to their shares unduly. They unload their old 
holdings and interest themselves in new enterprises, (e) In 
Bombay the managing agents usually spend their profits 
while in Calcutta they plough them back into business thus 
making it stronger. These are some of the major differ¬ 
ences. They are not quite so clear cut as might appear 
from the above statements and recently many of these 
futures have been undergoing a change. But in gene¬ 
ral it is possible to distinguish these features in the two 
types. 

Advantages 

The system has many advantages. The managing 
agents have much experience and arc able to judge the ear¬ 
ning capacity and prospects of au industry correctly. If 
.in efficient managing agency firm manages a concern the 
chances of its success arc quite fair. Secondly, the manag¬ 
ing agents are very helpful in finding all kinds of finance for 
the firms under their control. This gives these firms a stab¬ 
ility which is highly desirable. The managing agents also 
enjoy the advantages of large scale buying and selling. They 
purchase raw materials, chemicals, etc., for the concerns 
under their control, and this makes it possible for the latter 
to have them at cheaper rates. Finally, without being a 
merger or amalgamation the managing agency firms give 
all the advantages of a closer organisation to firms under 
(heir control. If the same managing agents control shipp¬ 
ing, coal supplies, and manufacturing concerns the advan¬ 
tage of each becomes mutual. The risk element is reduced 
and supplies arc assured. 

Criticisms 

' The managing agency system is open to some serious 
criticisms. It has been abused by unscrupulous persons, 
although recent changes in the company law safeguard the 
public interest. 

(a) Because the managing agency firms arc assured their 
commission and because their position is safe they tend to 
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become inefficient and do not pay proper attention to com¬ 
panies under their control. But this tendency is partially 
counteracted by the loss of reputation in case of failure. The 
older and well established firms of managing agents arc quite 
careful about their reputation and goodwill. Moreover 
in the new Companies Act of 1936 companies and their 
subsidies are prohibited from appointing managing agents to 
hold office for more than 20 years at a time. Only a general 
meeting of the shareholders can renew the contract. As tgc 
have already seen the commission is calculated not on the 
basis of production or sales but of net profits and it is equally 
in the managing agent’s interest that the company should 
make high profits. 

(&) The managing agents invent the funds of one company 
in another undci their control. This inter-investment of com¬ 
pany funds is dangerous. Inlcr-im rsiment of company funds 
might take many shapes. The spate funds of one company 
might be lent to another company under their control. The 
reserves of one concern maybe utilised to purchase the shares 
and debentures of other and newer mills thus subjecting such 
reserves to undue risk. Funds hot rowed from the banks and 
other agencies on the credit of one firm may be used in an¬ 
other firm. 

This is a highly dangerous practice. The Companies 
Act 1936 makes some cfftnl to prevent intci-investment of 
company funds, it provides that no company shall make 
to a managing agent of the company 01 to any partner any 
loans out of the company's money. Certain conditions are 
provided for the purchase oi shares tie. of one firm by an¬ 
other undei the same managing agents. 

. i c ) If the managing agents take too many firms undu 
their control llie organisation is likely to become top-heavy 
and inefficient. 



CHAPTER XXII 

TIIKORY OF LOCATION AND LOCALIZATION OF 

INDUSTRY 

In organising production one of the important things 
dial has to be decided is the exact place where the factory 
should be located. If the factory is located at the right place 
then the costs of production, in so far as they depend on lo¬ 
cation, will be the lowest. But if a mistake is made in its 
location thr costs of production will be higher. In this connec¬ 
tion the oldest and even today the most acceptable theory 
is that of Alfred Weber. He considers the factors which 
determine the location of factories in terms of ton-miles and 
transport costs. We lake the weight of the raw materials to 
be carried from their places of availability to the factory and 
the weight of the finished product to be carried from the fac¬ 
tory to the market. According to a simplified version of Weber's 
theory raw materials can be of two types: (i) those that are 
available everywhere such as clay, water etc. so that they 
do not have much influence on location and, (2) those that 
are available in particular regions such as iron ore, bauxite 
deposits, coal, sugar-cane, etc. The latter naturally exert 
a much greater influence on the location of an industry. A 
further classification is made of these localised materials. 
If such materials contribute their total weight or at least 
most of their weight, to the final product as is the case with 
raw cotton in the production of dolh or limestone and sand 
in that of cement they arc called ‘Purr Materials’. These 
do not exert much influence on the location of industry 
because it is quite immaterial, from the point of view of the 
weight to be transported, whether these raw materials are 
taken to a distant place which is near the markets and there 
converted into finished goods or the factory is located near 
the source of raw material supplies and the finished product 
is taken over a longer distance to the market. The two loca¬ 
tions may mean some difference in costs of transportation 
but not a material difference. The other kind of localised 
materials are weight-losing materials such as bamboo in the 
case of paper industry and sugar-cane in the case of sugar 
industry. These weight-losing materials exert a great 
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fluencc on the location of a lac lory because in the course of 
their conversion into finished products much weight is lost 
and to that extent it is economical to locate the factory near 
the source of raw material supply. 

In a simplified pictuic, wc have to consider ton-miles 
covered by the amount of weight-losing localised raw ma¬ 
terials used and the weight of ihe finished commodity to be 
transported to the market in deciding the location of a factory. 
In the case of weight-losing raw material it is more economical 
to locate the factory near the source of raw material supply 
while in the case of olhcis it may be more economical lo 
locate the factory near ihc markets. Which of these courses 
would be more economical cun be found by dividing the weight 
of the localised matei ials by the weight of the finished commo¬ 
dity. This gives us'the “material index” of the commodity. 
If the matei ial index is high, the industry is ine\ itably atti acted 
towards the raw mateiiai rend rs. It is for this reason that the 
sugar Industry in India is concentrated mostly in the Uttar 
Pradesh and Bihar. The material index of this industry is high 
and therefore it shows a tendency to be concentrated near the 
supply of raw material. I fon the other hand the material index 
is low the source of raw material supplies will not olferany parti¬ 
cular attraction and, for various reasons, the industry will show 
a tendency to be located near the markets. The cotton texlilc 
industry exits in places like Grcai Britain and Japan which 
do not have local supplies of raw material. 

If we consider only the raw materials and the markets 
the industry will be located at a place win re the total trans¬ 
port cost of taking the raw material to the factory ami I lie 
finished commodity to the market is the minimum. But 
we ha\c also to consider other factois like the availability 
of labour, capital, and othei facilities which an industry needs. 
In a amplified picture which only takes account of the raw 
material supply and the markets we assume that labour, capi¬ 
tal, etc., are equally available everywhere. But if that is 
not so and in some plates labour and capital are not avail¬ 
able these centres would not be selected by uii industry un¬ 
less the advantage of cheap transport of i aw materials 
and finished commodities more than compensates tor the 
disadvantage of bringing labour, capital, etc. from a distant 
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E lace. If there are two spots A and B which are equally good 
om the point of view of transport costs but labour and 
capital are available at A and not at 5 , the location A will 
be selected in preference t oB. If the costs of transport are 
lower at B than at A and the availability of labour and cap¬ 
ital gives A an advantage which more than compensates 
lor the difference in costs of transportation the industry 
will still be located at A. It i& only when the advantage of 
B from the point of view of transport costs is so great that 
average cost per unit of manufacturing the commodity at B 
is lower than at A, in spite of the disadvantage of labour and 
capita] supply, that the industry will be attracted to 
location B. 

It is to be appreciated that there may be a number of 
alternative locations for an industry, all equally good so far 
as transport costs arc concerned. The choice between these 
alternative locations will depend on the availability of la¬ 
bour and capital and certain advantages which the existence 
of other factories in thcse„places might give. From the pure¬ 
ly economic point of view the entrepreneur will select that 
particular location for his factory where the average cost 
per unit of output is the lowrsl. This cost covers not only 
the transport cost lor carrying the raw material per unit of 
output but also the cost for securing labour, capital and other 
materials. 

In actual piaclice the location of laclorics is not always 
determined on the basis ol purely monetary considerations. 
The theory assumes that Uie entrepreneur has knowledge of 
all the alternative sources of haw material supplies, the 
amount of law materials lcquircd per unit of output, and the 
kii'itanec which the finished commodity will have to cover 
fiom the factory to each sepmate market. In addition to (Jiis 
the entrepreneur should know the different freight Mtcs 
to be paid on different kinds of consignments. It is only 
when all this and much more statistical information ol this 
kind is available that it is possible to calculate the different 
co-efficients in order to determine the best location for an 
industry. In actual practice the entrepreneur does not al¬ 
ways gel this information. He frequently proceeds on the 
basis of partial information. In the case of existing 
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industries he is frequently attracted to places where it has 
already been located. This lack of knowledge and careful 
study on the part of entrepreneur leads to faulty industrial 
locations. It also leads to overcrowding of some industrial 
centres in the country and neglect of other places which might 
have been industrialised, if the entrepreneurs had been more 
careful. Secondly, ihc entrepreneur is not always guided 
by reason. He might prclrr a more costly location on pure¬ 
ly sentimental grounds. The entrepreneur and his wife and 
children, as has been the case in India, prefer to live in a (it) 
rather than in a rural area due to the advantages of social 
life, cinema pictures and other amenities which the city gives. 
If a rural location is more economical from the point of view 
of costs of production it might be sacrificed because ol these 
considerations and the fartory may be located at a wrong 
place. The shift in the population in India from rural ccntic 1 
to the chics is partly explained by this attachment ol en¬ 
trepreneurs to city life. 

Further the location of industry may be at points nlhci 
than the technically optimum becSiuse of defective taxation 
policy of local authorities. If the taxes on factory buildings, 
production, and incomes are higher in one locality than in an¬ 
other the i’actoiics will imilably be attiacted to points oi lowei 
taxation. This happened in Great Britain whci c low taxation in 
somecountries attracted industries while high taxation in olheis 
scared them away. In India, before the assesrion of the priurcly 
states to the Union, the taxation on iuromes, factory buildings, 
etc., was lower in the princely stales than in what was llnii 
called ‘British India’. This attracted factories to the princely 
states. In somecascs, Mysore for example, the stale happened to 
be an alternate c optimum locations for the particular uulustiy 
and it was as economical to locate the factory there as else¬ 
where. In such a case it did no harm if the factory was lo¬ 
cated there. But in other eases factories were taken to the 
princely states although the place was not suitable from the 
consideration of ton-mile tiansporl costs. In most of these 
cases the availability of cheap labour in these areas, because 
of the absence of suitable labour laws and disorganisation 
of labour, and easier capital supply because of the court 
patronage, and the grant of land by the Durbar attracted 
industry. 
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In India another very peculiar cause has tended to diverL 
industry from the technical optimum locations. There has 
been a craze for provincial self-sufficiency. The sugar in¬ 
dustry made a start in Uttar Pradesh and Bihar. As time 
passed Madras, Mysore, Bengal and the Punjab set up sugar 
factories purely on grounds of provincialism. In the case 
of Madras and Mysore this was all right as they happened 
to be alternative optimum locations and the shift oi sugar 
laclories to these arcus was justified. But such a justification 
did nol exist in the case of Bengal and Punjab and the start¬ 
ing of sugar factories there has resulted in deflective location. 
The cotton textile industry is located in Bombay province, 
U. P., Madras, and Madhya Pradesh. A number of cotton 
textile mills have lecently been set up in Bengal so that 
Bengal might not have to depend on other provinces for cloth 
supply and (lie Bengali youth might get employment. At 
one time there was a desire on the part of Uttar Pradesh to 
have more jute mills. The disadvantage of provincialism in this 
field is two-fold. It leads to unnecessarily high costs of 
production due to defective location of induslry. It causes 
over-production of commodities. In the inler-war period, 
between 1918 and 1939, an actual over-production of some 
commodities was threatened in India due partly to this craze 
for provincial self-sufficiency. It is easier to indulge in this 
costly vice of provincialism in an expanding cc onomy when 
there is a rising demand for goods. But when demand is cither 
constant or falling the setting-up of new factoiics can only 
result in the failuie of some and uneconomic working of others. 

The technical optimum locations base sometimes to b( 
saciificcddue to air-iaid precautions and the fear of destruction 
during a war. If the best locations arc 011 the coast line, in 
border towns, on river banks or in open cities they have to be 
sacrificed so that the production might not be dislocated in 
the case of a war. In some cases equally good alternative 
locations might be available in the interior of the country 
safe from enemy attacks but if they are not the induslry has 
to be shifted to less desirable locations. This increases the 
costs of production. 

Localization 

We have seen above how the location of an industry is 
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determined. Sometimes in selecting the site for a productive 
plant purely monetary factors arc taken into account. Some¬ 
times, however, (perhaps more often than not) other considera¬ 
tions such as those mentioned above also exercise their in¬ 
fluence in the determination of location. Whatever be the 
factors that go to determine the cite, they always lend to bring 
about the massing of factories, all producing the same 
commodities, in one particular region. Where all the or¬ 
ganisers take the same factois into consideration the concen¬ 
tration of factories becomes heavier. Technically, such a 
concentration is known as localization of industry. We shall 
mention here some of the more common factors, that are 
responsible for bringing about localization of industries. 
If any particular raw material or the type of skill wanted 
for the industry is available in one place many different units 
arc set up there to take advantage of the available supply. 
If the place is connected by rail or road with the souiccs of 
taw material supply and markets the industry tends to con¬ 
centrate there. In the early days the cotton textile industry 
was localized in Bombay city and island because of the 
facilities for exporting the output of the industry. The cotton 
textile industry was localized in Lancashire in Great Britain 
for much the same reason. Another cause of localization 
can be the patronage of a state to any particular industry 
or the whim of an industrialist. Once the industry 
comes into existence at any particular place, whether there 
was initially a justification for it or not, certain external eco¬ 
nomics become available which attract other industries. 
These advantages might take the shape of supply of subsidiary 
goods or the training of labourers or the increased transport 
facilidcs made available to the industry because of some units 
already existing there. Alfred Weber has divided the causes 
which lead to such concentration of industry or the reverse 
process of movement away from such centres of concentra¬ 
tion into (i) agglomerating tendencies and (2) deglomerating 
tendencies. Agglomerating causes lead to the concentra¬ 
tion of an industry in.any particular place while dcglomcrating 
causes lead to the dispersal of an industry. The former arc 
such things as the availability of labour, capital, etc., and other 
external economics in one place as against other possible 
places while the latter, which cause the movement in the 
opposite direction, are f uch things as high rents for land and 
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houses, high taxation and the diseconomies which arise from 
too murh concentration of industry in any one particular 
place. 

Advantages 

Localization of industry no matter whether wisely or 
unwisely brought about may, in course of time, create some 
favourable circumstances for the industry. 

(1) If the industry is localized in any one place, com¬ 
petition between the different producing units is very 
keen. This leads to alertness on their part and makes them 
more efficient. This also leads to greater scientific research 
and experimentation in order to do better than the rivals. 
It has been found that partly as a result of this competition 
the con can ration of industry frequently leads to better in¬ 
dustrial organisation. It in partly because of this that India’s 
jute mill industry is organised better than the cotton mill in¬ 
dustry. Linder certain conditions localization might lead 
to the formation of closer organisations like the merger 
and amalgamation and might thereby lead to monopolisation. 

(2) If indu .tiy is localized in any one place it might gel 
better facilities than it otherwise would. The concentration 
of industry leads to better training of labour mid other 
pcisnnnel, the giowlh of banking and other facilities avail¬ 
able to the industry, and the provision of such facilities as 
inilway sidings etc. which would not probably be available 
if time existed only one or two lactones. The advantages 
0 1 subsidiary Industrie 1 become available to localized indus¬ 
tries. As the glass bangle industry is concentrated in 
Kerozabad it is possible to give lacilitics of cheap and conti¬ 
nuous powei to all the producers. 

(3) The products of localized industries might acquhe 
a reputation associated with the name of that particular 
place. This helps in the popularity of the commodity. The 
brassware products of Moradabad are famous partly because 
of the coin entra lion of industry there. But if the industry 
acquires a bad reputation its concentration in one place 
can also be a disadvantage. 
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Disadvantages 

Localization has in certain eases a number of serious 
disadvantages both from the poiul of view of the industry and 
of the country in general, ) The major disadvantage is that 
it might lead to the rreation of what arc called ‘depressed’ 
areas. If an industry is concentrated in any one place and 
there is a fall in demand, as might very well happen due 
to a trade depression or other causes, production may have 
to be curtailed or complete!) stopped. This will cause un¬ 
employment and widespread misery. The local authorities 
will lose a source of income and would probably not be able 
to maintain the amenities which they ordinaiily provide. 
This actually happened in a number of plares in Great Britain 
and other countries. When the Lancashire cotton textile 
industry was depressed due to a fall in demand Aom India 
and other markets the people there suffered much. Jf instead 
of being localized the industiy is proper]) diversified i.e. 
factories belonging to any particular industiy are spread out 
and arc located at different optimum points instead of being 
concentrated in one place, the depression of tiny one industry 
cannot harm the area much. If one induslr) is depressed 
the others may not, and the people living in that area might 
get employment in other factories whith might be there. 

(2) If an industry is localized in any one place to the ex¬ 
clusion of others it may not be possible to make proper use 
of national resources available in other paits of the country. 
If the factories were spread out and located in as many parts 
of the country as possible it would be possible to make use of 
local natural and other resources which cannot be shifted. 
Localization leads to the waste of such resources. 

(3) Localization creates housing congestion, ill-health, and 
traffic and sanitation difficulties. Up to a point as different 
factories belonging to a particular industry are located in one 
place the housing, sanitation and other facilities will suffice for 
all, but after a lime this leads to over-crowding and rongestion. 
In its turn it raises the cost of living of the labourers and the cost 
of housing, transport etc. The millowncrs have to pay higher 
wages to labour. This increases the costs of production. Such 
a thing has actually happened in the case of industries loca- 
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lized in Bombay, Calcutta, Kanpur and oilier big towns. Lo¬ 
calization begins to harm the industry itself by raising the 
costs of production and thereby reducing its competitive 
power. 


Control of Industrial Location 

We have found that private entrepreneurs if left to them¬ 
selves arc not able to locate industries in the most economical 
spots. They do not know all the economic locations or arc 
biased by sentimental considerations. In any case the pri¬ 
vate entrepreneurs have not shown much regard for the na¬ 
tional interest as distinct from their own narrow interests. 
It is therefore necessary for the Stale to control location of 
industries. As Dr. Balkrishna has so ably pointed out in 
his book ‘Regional Planning in India’, “under the peculiar 
circumstances ill India a state regulation of industrial location 
is the sine qua non of eronomic reconstruction. Regional 
planning, as envisaged for India, will depend for its success 
on the assumption by the State of the power to control the 
distribution of its industrial establishments. Unlike Western 
countries India has its entrepreneurial ability confined to 
certain areas, whereas its natural resources and labour force 
are widely scattered. This . state of affairs is inimical to a 
balanced development of industry regionally though not 
luurlionally.” The need of control over lorntion in an indus- 
irially backward roundy like India is much greater than in 
the already developed countries of the West. Such a control 
is essential for securing upid and ordnly progress of in¬ 
dustrialization. 

The regulation and control of location can, however, 
only affect nets factories. The slate may not allow facto¬ 
ries belonging to certain industries to be set up in certain 
places. Factories may be attracted to certain places by giving 
them various facilities. These arc effective only in the case 
of new enterprise. In rare cases some existing factories may 
also be shifted but that becomes a very costly process and may 
not he worthwhile. But even if only new enterprise is 
controlled in due course oflime as existing factories become old 
and wear out and have to be replaced by new luiits the Stale 
rontrol of location will improve conditions. , 
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The objective of Stale policy should be to prevent over¬ 
crowding in some areas and neglect of other areas, to ensure 
that in the case of a war the industrial fabrir of the country 
is not crippled by enemy action, and to secure rapid indus¬ 
trial progress of the country. The State should follow a policy 
of proper diversification of industry so that all the parLs of 
Ihe country might be developed to the highest possible extent. 

Methods oj Cotibol 

There are various methods or control both direct and 
indirert which the Slate can adopt. They may take the .shape 
of incentives and deterrents, the formi r would aim to attract 
industry to locations which arc not considered economical 
and suitable by the pi ivatc entrepreneur and the latter would 
discourage industry fiom going to places which arc already 
over-crowded and congested. One waiter* has classified 
the different forms ol incentives which the Slate might give 
as follows: 

(a) Psychological , such as mass persuasion of industrialists 
to locale tlicir plants in certain backward regions which offer 
vast possibilities of development. 

(b) Social, such as the provision of improved amenities 
and social services like educa<ion, health and reereation in 
places to which it is desired to attract industry'. 

(c) Financial, such as the (i) giant of loans to private entre- 
prmeiu sat low rates of interest, (iij giant ofdiiect cash subsidhs 
iitim the Tieastuy and > v iii) rebates or exemption from cer¬ 
tain taxes. 

(d) Administrative , surh as the readjustment of pay of 
officers so as to make services in backward areas relatively 
less unattractive in rompaii'on to otlm moii popular lo¬ 
cations. 

(c) Developmental 'urh as fi) five giant of land Tor f.ic- 

i 

•* \ ide <11 tote on ‘A N.itiouil Policy of Industrial Location' in the 
April ii)V isruc of me Indi in l-nunal of Economic", pages 3(17-373. 
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lory premises and residential quarters, fii) provision of trans¬ 
port and communication facilities, (iii) location of Govern¬ 
ment defence factories in such places so that necessary condi¬ 
tions might be created for attracting other industries, and 
(iv) development of public utility services, etc., in such 
places. 

Location of industry can be controlled if the Stale makes 
it compulsory to take a licence before a factory is set up. 
Ibis has been done in the case of some industries with 
success. At the time of issuing the licence the licensing 
authority will take all the factors into consideration. This will 
prevent factories going to places which arc already conges¬ 
t'd. But merely the issuing of a liccnc'* will not attract 
fat lories to locations which are not popular with private 
entrepreneurs. In such cases the State will have to give 
positisc help to these entrepreneurs to provide the necessary 
incentives. If this docs not succeed the State should be 
pi epared to set-up factories in these unpopular areas. This 
will have a health) influence on private enterprise. If the 
unpopularity of these locations is due to backwardness and 
lack of available facilities the setting-up of factories by the 
State will remove the cause of trouble. 

Licensing of factories cannot be considered in isolation. 
It should be a part of the general economic policy of the 
Gm eminent. The Govcmmrnt of India has constituted 
a National Planning Commission w'hicli will decide the 
various problems and priorities connected with industrial 
planning. Industrial location will be one of the matters 
whirh the Commission will consider and decide. The 
licensing of factories in order to control industrial locations 
will have to be fitted into a definite pattern of indus¬ 
trialization. 
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CHAPTER XXIH 

PROBLEMS OF AGRICULTURE 

In general, economic laws and theories apply as much 
to agricultural activity as to any other, Yet there are marked 
differences between the business of agriculture and that of 
industry. We cannot explain the economics of agriculture 
nor suggest improvements m it by making the same assumptions 
os we do in the rase of industry. 

Agriculture and Industry 

On the production side, Nature plays a gi eater role in 
agriculture than it docs in industry. Agricultural production 
is more dependent on the whims of nature. Weather, climate, 
seasons, ravages of insects, plant and animal diseases and other 
biological factors increase the vulnerability and the uncertainty 
of the ultimate output on the farm. 

Compared to industrial operations, the agricultural ones 
are on a small scale. Thus India has mostly family and sub- 
sislcnee-farming. Even when prices do not cover the cost or 
production, many a submarginal producer continues to cul- 
tivatehis farms. If such a producer were to abandon his farm, 
the farm would not remain abandoned. Other producers 
would lake it up, unless the past inefficiency of production was 
due to the farm and not to the man. In a country of very 
low standard of living and bad nutrition, the more needy 
persons are apt to lake up for cultivation even the inefficient 
farms. 

Besides, the farmer looks upon agriculture as a way of life 
and not as a way of business. So, the labour employed on 
the farm is generally only that of the farmer and his family. 
The average farmer hardly employs more than one or two 
hired men. Hence, when prices fall, there is little change 
in his outlay on labour and assuming a certain standard of living 
the cost of living—and hcncc, the labour costs—remain prac¬ 
tically unaltered. However, the economy of high wages is 
true also of agriculture. It is more evident where cultivation 
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is carried on with employed labour. Higher the wages, greater 
is likely to be the efficiency and lower the real costs. 

As in industry, a shortage ol'labour leads to a greater use 
ol machinery. The faimer is no doubt conscivative, yet a 
continued shortage of labour induces him to consider more 
carefully the proposal to adopt a certain labour-saving device. 
Even otherwise, once the cultivators are convinced of the utility 
and the practicability of a new mechanical method, they readily 
and speedily adopt il. The substitution of tnai hines for manual 
labour is limited by another factor viz., t'u capacity of the 
farmer to invest, ntd the profit from Ute investment. Also 
in spite of much uieiCMin,, progress made in the world, then 
is, comparative!' speaking, '<t> little scope ft r unrestricted 
mechanisation in igriuilture 'Viili greater mechanisation and 
investment < f capital, a point is soon reached when the advan¬ 
tages arc nil-et by the cost of maintaining the iertilitv. 

Capital is not easily transferable in agiicullure. The 
cultivator may well deride not to plough, or to plough only 
half ol his field. But this would not reduce his supplementary 
tost. To the farmer the- supplementary cost includes also the 
cost of maintaining his family and his animals and the rent and 
cess which lie must pay hi full. Unlike the industrialist, lie 
cannot generally speaking, cut out the cost on labour and 
raw materials by shutting down his production unit partially 
or wholly. 'The lesser transferability of capital is also due to 
the fact that the cultivator looks upon agiirulluie as a way of 
life. Partly, the cultivator is conservative in changing from 
one crop to another because it involves certain drawbacks and 
difficulties. For the new crop, the technical operations, their 
timings, the rotation of crops, and even the fertility of the soil 
may have to be different. To giv e a recent example, in western 
U. P. some cultivators have changed from cane-cultivation to 
wheat-production. The rev ersion is now difficult because it 
would involve a transition-period of about two to three years 
before the soil could be made capable of yielding a normal crop 
of sugarcane again. Besides, the supply of capilal is not so 
flexible in agriculture as in industries. A farmer who wants to 
expand his operations through extensive or intensive farming 
docs not always get the necessary capilal easily. Even when 
he does, he is at a loss to deride whether he should go in for 
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extensive fanning. He hesitates to take a decision as to how 
he should change the proportion of the different factors of pro¬ 
duction. A proper combination of the factors of production 
is an important problem which leaves the farmer thinking. 

To the farmer the farm is his home. His home is the 
larm. This restricts the transferability of enterprise too. He 
generally disregards the effect of his output on prices to a 
greater extent than does the industrialist. He finds it more 
profitable to raise all he can at the risk of getting a lower 
price than to let his resources idle and raise a small crop to 
be sold at a higher price. 

Besides, farmers who have talents do not have the same 
opportunities in agriculture as in non-agricultural activi¬ 
ties. Students of planning generally talk of family-farming 
which would provide full and produclise employment for 
the family and ensure «i high standard of living. But 
such fuming does not enable the agricultuiist to make 
enormous profits. Such limitations do not e\isl for the 
entrepreneur in industries. Agriculture may offer compara¬ 
tive security, a fair living and a steady income but it does 
not offer the same oppoitunitics for high money incomes 
as industries do. Therefore, if greater money income be 
the end—really it is an end for many and seems to become 
the cud for many more—farming would continue to lose 
mat of capacity such as would be needed to run a series 
of hydcl-woiks, to promote a corporation or to manage a 
chain of sloies. 

Keeping these broad differences in mind, let us attempt 
to study in some detail the economics of agriculture. The 
study ran be nude with regard to static conditions or .dy¬ 
namic conditions. It may be in the background of laissez 
fain or planning—private enterprise, state control or state 
management, with or without the application of co-operativ c 
principles. Again, the study maybe with reference to the 
economy of li) those engaged in agriculture, (ii) the people 
living in rural areas, (iii) those inhabiting the country, 
or (i \) the inhabitants of the world. In other words, the 
problems in agricultural economics, which cover also most 
of the problems in rural economics, may be approached 
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from many directions. In what follows, observations are 
made on some of the important problems, particularly in 
the back-ground of Indian conditions. 

Marketing 

Economics is a study in valuation. What is the posi¬ 
tion with regard to the values of agricultural products ? To 
a certain extent agricultural products are used, to satisfy the 
needs of the producers themselves In India more thai 
three-fourth of the people li\c in rutal areas and more than 
two-tliird of the area is devoted to .food-production, and it 
may be assumed thaVmore than half of the agricultural 
output is consumed by the agriculturists. What is therefore 
sold consists mainly of commercial crops and some food- 
products. lire consumers’ demand—or the market drmand— 
therefore does not consist largely of the demot'd for food. 
With the exception of the demand for food, other demands 
may not be for a fairly i eg ul at quantity throughout the) ear. 
So on the whole the demand is likely to be more elastic than 
what it would be ’f it was large!) a demand for food. This 
would mean that agricultural price would tend tu be low 
and the agriculturist would mu a gi eater risk of iluctuaiing 
sale-procek ds and financial losses. His chain e of benelitting 
from higlur prices would be further reduced if on account 
of his poverty, indrblcdniss, previous promises and strict 
realisation of taxes, he w.i? forced to part with hi 1 ! produce 
just after the harvest. In that lasc, he would be able to 
secure still lower prices. If the farmer could be freed from 
these disabilities, then, at least with regard to agricultural 
food products, he would be able to hold back for some time 
the small pern n I age of (hr supply which otherwise ho is com¬ 
pelled to sell. In such circumstances the non-agriculturists, 

J particularly those living in the urban areas may have to 
ace even an acute shortage of foodgrains. This seems 
to be partly the situation in India in 1951. 

Marketing Agencies 

However, since agriculture is a small scale organisation 
and since the agricultural output is nut the *ame as the con¬ 
sumers’ requirement in regard to the time, place and form of 
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production, it is possible for the cultivator neither to serve 
the consumers directly nor to adjust his supply to demand. 
It is, therefore, necessary that there should be agencies which 
could collect the products in small quantities, grade them, 
if necessary, process them, transport them and sture them. 
Incidentally, these services involve luiandng and risk- 
bearing. 

These services may be performed by one oiganisation 
■Or bv a number of organisations, cadi specialising in a parli- 
tfkj$r tasK v These organisations may adopt large scale opera¬ 
tion. Bufar least so far its the wbik of collecting the products 
hum ibe cultivator and that of supplying them to the iinal 
consumer is cone erned, the scale of operation would be small 
unless the co-operatis c way was adopted. The consumer does 
not want to walk even a few hundrid yiuds to get his supplies 
and that explains why small shopkeeper. can cany on thcii 
business in the fate of competition hom bit.go stores. How¬ 
es ci, the farina's oiganhaiion maybe suck that he may 
not fuse enough wuik foi his ti.uticu-pown li.c*. say, the 
bullocks) for tome time afar the liaises!, Ii may also be 
that Uanspoil facilities are meagre and there is economical 
scope only foi haulicis ol goods working with donkeys, hones, 
and camels. Collection ol goods by mums ol 'say) motor - 
scluck s may not be economical on acuanil ol insufficient 
W'ork to keep them engaged llnoughout t! > star. Moieoscr 
that wc/uldinslosean additional ins c sini.nl of lands. Heme 
it is genet ally found that the fat me t < m it > his goods himself 
to the nearest iuaikci. 

The other stages in the marketing of the agricultural 
produce are gene 1 ally looked allei by big ma clianl-> and linns 
which are in a bittci position to study the market condition* 
and adjust the supply to the demand. Smaller organisations 
can also woik progussivily if the market intelligence could 
be prosided by a government or trade agency. 

The cost marketing may not be ihe lowed. There may 
not be perfect competition. Two causes of impel fiction may 
be mentioned. One, the country' dealer enjoys some degree 
of local monopoly. The fanner does not base the time and 
energy to find out what the other dealeis aic paying and what 
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can be secured in the other neighbouring village markets : 
nor has he the patience and capacity to postpone sales after 
reaching a village market. Two, the wholesalers are likely to 
be few in number and enjoy an element of monopoly on 
account of their large s<’ale uf opeiation. Thry may also 
amalgamate and thus strengthen their monopoly. Besides, 
imperfection lesults also because the supplies of products 
are not adjusted to the consumers' preferences. Though the 
consume:s nin> be pa , ing different prices for different grades, 
the local monopolistic dealers uftrn consider it 1 roubles omelo 
pay tire rullivaloii according to grades. Consequently wiili 
regard both to (piality and to quantity Uic supplies may be 
different from the demand. This is undesirable from the 
point or \iew of ih,. society. 

Oi operative mtukeling. However an alternative marketing 
agency in the form of co-operative marketing society has 
come to be. stablished in order to perforin the sendees of the 
middlemen at a lower cost. Co-operative marketing has 
certain advantages. A co-operative marketing society is 
controlled by the farmeis, enables them 1o have an insight 
in the market mechanism and secures for them higher prices. 
If the society enjo)s a control over a sufficient volume of the 
output and if it is pro, ided with market intelligence, it can 
regulate supplies from .stock and modify the price level. Its 
supplies are likely to be more regular and ussuicd. They 
are also likely to be graded and adjusted to the consumer 
price-preferences. 

The dangers in co-operative marketing may, how r ever, 
be mentioned. One, members may be loyal. Farmers 
with bigger farms may not be satisfied with equal voting 
rights. Members may be drawn away by the private dealers 
offering higher prices for the time being. If a system of 
pooling the produce is adopted, it may be resented by farmers 
who bring in better qualities of agricultural produce. Two, 
the manager is not likely lo take sufficient interest in the 
working of the society when lie is not well paid. And tin* 
farmers, being poor, can scarcely afford lo pay him well. 
This would mean inefficient management. Three, thcorilically 
the society may control a very large portion of the supply 
uf a product and hence act monopolistically to raise prices. 
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State-regulation. The state generally tries to contiol and 
regulate the markets. In India the state policy is apt to be to 
regulate the markets by forcibly bringing into existence the 
co-operative distribution system. The greatest hurdle to the 
success of this policy is the lack of education and a feeling of 
helplessness of the public before those in economic powci in 
spite of their democratic strength. But it is hoped that if 
the state could stick to the policy and take steps to educate the 
publicist the principles and practice of co-operation, theco- 
operutiveltystem wo Jd develop successfully so as to act as a 
check to the exploitation by other marketing agencies. It 
goes without saying tiu 1 the other marketing agencies should 
be allowed to function simultaneously. However, state- 
regulation through co-operative marketing appears to be a 
better method than slate purchase and sale operations, which 
are generally recommcndrd under agricultural price stabilisa¬ 
tion plans. 


Stze oi> the farm 

An important factor in the economics of agriculture is the 
size of the faim. It has been argued by mam that the size 
should be large enough to permit operations on as extensive 
a scale as is possible in imiusuies. We have already noted 
that the scale of opf rdtion in a gi icultur c i-> smaller than that 
in industry. The numbrr of workers p<r farm is smaller. 
Tire gross output pi r farm is low. No doubt there are 
industrial uudertakin^s which may be comparable to the farms 
in these respects; but the perrentage of large undertakings is 
greater than the percentage of comparable large farms. 

Why smallu faim*? Why is it so ? It may be suggested 
that the Law of Diminishing Returns applies sooner in agri¬ 
culture than in industries. But why does the law apply 
sooner ? As we increase the size of the farm, the cost of pio- 

? er organisation increases at more than proportional rate, 
t takes an unusually long time to ino\ e quickly from one part 
of tlu* field to another, and henie ilis difficult to organise the 
operations. Also, an inn ease in the size of tire faim necessi¬ 
tates the employment ol mui e than proportional amounts oi 
labour and capital. Hie size of the farm, therefore, tends to 
decrease. Besides, when more and more crop is taken out 
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from a farm, the cost of maintaining the fertility of the soil 
increases more than proportionately. The soil cannot recoup 
its lost chemical capacity as speedily as the farmer may wish. 
To give an example, sugarcane, wheat and cotton arc grown 
in a certain rotation and for ever } 7 rotation-cycle the field lies 
fallow twice, once for about two months and again for about 
six months. If another order of the three crops is tried, the 
yield goes down and it is felt that the loss cannot be made 
good by the use of fertilisers. 

Lastly, the farm-operators work more efficiently when 
they have a feeling that the farm-products would accrue to 
them and their families. Agriculture requires constant and 
detailed care. This cannot largely be reduced to a routine. Its 
nature also changes suddenly due to sudden changes in weather 
conditions. So only one interested in the results of agri¬ 
culture is likely to perform ilic task with the utmost sincerity 
and eflirimey. This tendency has been observed through¬ 
out the woild. In India it is made stronger by the deep- 
rooted lovefor ownership of land. Even agricultural labourers, 
when settled on laud on a co-operative basis would not 
agree to joint eulli eat ion. There is a strong tendency lowai ds 
natural family-farming. If in any country there are present 
simultaneously low economic conditions and deliberately 
wrong leadership, there are apt to result small farms consist¬ 
ing of still smaller plots scattered all over the village (or a 
few surrounding villages). 

Disadvantages oj small Jams. The disadvantages of such 
small-scale sraticred-plot farming lie mainly in the marketing 
and technical diseconomies. Under such a condition the far¬ 
mers are likely neither to buy their requirements in one or 
two lots nor to soli their products in bulk owing to higher 
transport and selling expenses. The proportional fixed capital 
expenditure Increases and the scope for improved merhanical 
operation decreases. The farm-worker docs not have to 
perform the same operation. He has to undertake ploughing, 
sowing, weeding, harvesting, the milking of the cow and the 
tending of the cattle. He may not be fit by aptitude for all 
these operations. In any case he cannot acquire skill by 
concentrating on a single operation, as in industry. There 
is, therefore, likely to he a drain of talented persons to non- 
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agricultural works, aud hence to non-agricultural areas. 
Consequently, men of less organising capacity arc left in 
agriculture. To a certain extent the disadvantages of s mall , 
scale scattered farming can be overcome through co-operation. 

Best , maximum and economic size. There is often a discus¬ 
sion about the best size, the maximum size and the economic 
size (economic holding) of ihc farm. The best size for a 
farm would depend on a number of factors. Tints, intensive 
ihrnuiig calls for more detailed supervision and the size of 
a typical farm tends to be smaller. On the other hand, the 
Treater the difficulties of marketing—particularly, the more 
distant .the supply and sale markets are -the bigger shall be 
the size of the farm. This is the siuuii w with regard to 
tea, coffee and rubbu. Again the proper the’economics 
of combining agriculture with animdl hi: buttory, thuRt is, the 
greater the economics of mixed farming, the large*shall be 
ihr size of the farm. 

Size of Jams in India. The above discussion should not 
be interpreted to nvan that in a counti) like India farms do 
not admit of being inerrased in size. But it is true that the 
late of expansion is limited by a nunibci of factors. There 
may be technical difficulties to voluntary expansion of the 
size of the farm. Thus, it may not be possible to add on 
farms adjoining to the existing ones due to the pressure of 
population on land and the land tenure system. Due to an 
uncertainty of irrigation, farmers may not be prepared 
further to give up plots siluatcd in different irrigational 
parts of the \ illagc. 

As a remedy for these difficulties, it ma>’ be suggested 
that there should be brought about consolidation of cropping 
or consolidation of holdings. If a desirably speedy result is 
wanted it cannot be achieved without legal compulsion. 
For over three decades consolidation of holdings has been 
attempted in some parts of India without complete legal 
compulsion and the results have been far from satisfactory. 
A few lakh acres of farms have been consolidated in a country 
of millions of acres of cultivated area. Besides, the work is 
likely to be undone on account of the transfer and subdivi¬ 
sion of farms as a result of the unrestricted application of 
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inheritance laws, ownership rights and the subletting rights 
of the tenant. 


Land Tenure 

lu India, the landlords and the other intermediaries bet¬ 
ween the State and the tiller of the soil have exercised their 
rights more or less freely and in complete disregard of the 
interest of the society. This has been due partly to thr 
impact of western forces and partly to the obstacles placed 
in the way of the readjustment of our position necessitated 
by the alien rule The land tenure system affects the Indian 
economy vitally. There has bern some serious thinking and 
talking about the nationalisation of land and socialisation ol 
its use*. fiuL such decisions should be conditioned by the 
economic situation of the times and the social scale of values. 
At times nationalisation can be effected by force and without 
compensation as in Russia, though il mav involve coercion 
and force, torture and murder and threat to properly and 
life. A more peaceful method is to pay compensation for 
acquiring the rights in hind. But it may not be opportune 
to invite opposition, to increase the money iu ein ulation and 
upset tilt* budgetary' p< sition. The social scale of values may 
demand family-far min:;. It may also call for iiidi\idual 
ownership of farms or perpetual or long-term rights of land- 
use by the farming families If so, the drawbacks and 
defects or the undesirable land system shall have to be re¬ 
medied by myitis other than the nationalisation of land and 
socialisation of its use. 

'*011. Conservation 

Whatever be the size of the farm and no matter whether 
il is cultivated or not, the soil-fertiliry goes on di minis hing 
every year. Partly, certain chnnual ronsililuents of the soil 
are lost through wrong cropping schemes and methods : partly, 

* While some people have been in favour of adopting collective farm¬ 
ing on the lines on which ilisca.ried on in Russia or Palestine, others 
have advocated the introduction of a system of co-operative farming, 
which is finding greater favour at the hands of thr. provincial Government 
in India. Experiment! are being made in U. P., Bombay, Madras and 
Bengal but so far they have been successful to a very small extent. 
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the soil is bodily lost through erosion on account of the action 
of water and wind. We may either help or retard such a 
loss. If we help it, we help to upset the economy of agri¬ 
culture as well as the stability of population-distribution. 
We help soil-losses when we continuously take out the same 
crops without necessary fallowing and manuring, and when 
we allow water and wind to sheer away the soil. 

On the other hand, the loss of the soil-chemicals can be 
reduced through proper manuring, crop-rotation and fallow¬ 
ing. The Indian cultivators, as also other cultivators, do try 
id manure their fields as far as possible, consistent with their 
financial capacity, the interest in the field and its product. It 
Is useless, to argue that it should pay to maintain .md increase 
the soil fertility evtn when the nibiv«u.)r has no long-time 
interest in the soil. The cultivator would be Mule interested 
in the fertility of the soil, if his rights and obligations with 
regard to the use of the field are uncertain and temporary. 
Such defects where they exist must br remedied In the recent 
Indian land tenure legislations many rights and privileges 
have been granied to the cultivators bu' thue «lew unifor¬ 
mity. Besides, the use of organic and inorganic manure 
depends also on their availability and prices-- particularly 
as is the case with the supply of artificial fertilisers in India--- 
as also on the ignorance or convictions of the fanners with 
regard to the importance and melhotls of conservation and 
use or farmyard manure, composts, green maniocs etc. 

Soil Erosion, bo far as the loss oi tin voil particles is 
* onterned, the problem has, of late, received as much promi¬ 
nence as that oi soil-erosion. The loss dt prnds on the slope 
of the ground, the tvpc of the soil, the nature of the rock 
structure, the extent and nature of rainfall, the esisunce ol 
windbreaks such as trees, bushes and hedges and the mannei 
or use of the farms and other are.is Thus the black soil 
erodes more than the loams. So dr* softs tone and limestone 
rocks. Also, the less porous and less absorbing the soil- 
structure is, the greater is the water run-off and heme the 
soil erosion. A concentrated rainfall in a fi w hours causes 
more soil-erosion than a drizzling rain spread o’ n a number 
of days. But most important is the effect of the manner of 
land-use on soil-erosion. Indiscriminate depletion of fotesis, 
overgrazing of cattle, fallowing, and planting of riops along 
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the slope which may be due to a foolish policy of the State, 
fodder scarcity and ignorance of the peoplr may hasten 
soil-erosion. 

The technical remedies of soil-erosion are easy to enume¬ 
rate; afforestation in eluding ullage forests, controlled grazing, 
contour < ultivation, strip-cropping, crop-planning and cons- 
Ituction of terraces, bunas and embankments and dams. But 
they are difficult to apply. Though many may not agree to 
some sort of state-regulation of land-utilisation, yet for a t ountry 
like India even voluntaiy co-operation for anti-erosion \vo r k 
is not likely to succeed. Some soit of state-regulation—be 
it required only upto the demonstration stage—is therefore 
highly desirable. Government of India as also some 

provincial Go\rrnments have devoted giraler attention to 
snil-ciosinn studies and anti-ei osion work. Thus, the U. P. 
Government has established a hand Management Board 
whose functions win alia are to adopt measures to check 
further soil-erosion and to reclaim ravines and other areas 
badly eroded and to rreale executive organisation necessary 
io gi\ e effect lo the irrasin es The Board mj) be cmpowei rd 
to investigate the best cr anomic land-use not only for waste¬ 
land, canal banks, etc., but for any laud and to enforce it 
provided the consent ol a certain minimum number ol’ culti¬ 
vators has been ohtaim d. Another method is to add a soil 
protection elausc to the mortgage deeds. 

Although in what has been said above, the state-respon¬ 
sibility for anti-erosion work has been almost eoneeded, it 
may still be asked if Ihe State should bear any portion of the 
rosts of maintaining the fertility of the soil. A farmer may 
argue that it is not Jiis duty to protect the soil for the nation. 
And he is moir libel) to argue this way if he is not educated. 
But state assistance need not necessaiily come in the form of 
financial help. True, the State may grant loans and conces¬ 
sions to those who uudeitake soil-conservalion measures. 
Thus the Bombay Government gives loans at low rates and 
grants remissions in rent to /amiudars undertaking village 
afforcslalion measures. But the State must spend more on 
research, education and demonstration about anti-soil-erosion 
methods. Lessons ou soil preservation methods may be 
given a place in school education and a body of men trained in 
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the technique of and-soil-erosion work. A few years back 
(he Bombay Government undertook a bun ding-experiment in 
the Bijapur district which cost lakhs of rupees.. The bunds 
gave way and caused a loss which would otherwise have been 
caused in ten years, because inter alia the Public Works Depart¬ 
ment did not possess sufficient technical knowledge to execute 
the work properly. 


Irrigation 

The problem of soil conservation is a long period pro¬ 
blem, but it is at many points intimately connected with the 
problem of irrigation. Soil-erosion has led to the decrease 
m well-irrigation in the U. P. districts of Mathura, Agra, 
and Etawah because the waterlcvcl has gone down to about 
one hundred fret on account 1 1 soil-erosion elsewhere. 
Erosion also leads to a decrease in he moisture content of 
the eroded area. On the other hand, multi-purpose river- 
projects help to reduce the ravages ot soil-erosion by collecting 
the surplus water before it ran do any damage. But in irri¬ 
gation, both the long and shea t period problems or eimportant. 

Irrigation of a farm may be due to direct rainfall, water 
stored in a tank or resen oir, well-water or canal-water. 
Compared 1o the lain-water it is costlier to use any other 
water on the field and it would be economical only if there 
was a greater or better yield. As is the case in India, the 
rainfall may be unevenly distributed both with regard to 
time and place. Const qucntly, nops may be uncertain. 
Agriculture then becomes a gamble in monsoon. In such 
cases, the higher cost of other types of irrigation may be 
covered by the uncertainty of rnin-iirigated crops. Thus 
in India it is desirable that tlic dependence on monsoon be 
reduced. 

Where an attempt is made to construct canals, there is 
likely to lurk another danger. In U. P. canals and tube- 
wells* have been developed not so much in die arid regions 

•From the financial point of view the U. P. tubr-wrlls ha c been 
an unpiufitablc proposition and the Government wants ti nnrtasr* the 
rates by about 75°/ 0 , which is tou much. However, a Hydel Ratrs Com¬ 
mittee is to lepoi L on this question. 

15 FE 
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as in areas served by wells. The result is that they have 
replaced the wells and not supplemented them—an economic 
waste. In order to determine the correct type of irrigation 
for the different parts of a vast country like India, it is very 
desirable that there should be a complete hydrographic survey. 

In the canal irrigated areas, the system of charging 
according to the water supplied has raised a serious prob¬ 
lem. There is no uniformity with regard to it in India. 
We have different systems in different parts of the country. 
Two main methods are, charging for water (i) by volume and 
(ii) by the area irrigated. In the latter case the tendency always 
is to use water lavishly and uneconomically. In the former 
case the attempt is automatically made by the cultivator to 
use the water to irrigate the greatest possible area. That 
has been the experience not only in India but in other countries 
also. In order to avoid wasteful use of water a number of 
methods may be suggested. One, the culthator may be 
educated to realise that an overdose of water shall prove 
injurious to the crop and that it is his six ial responsibility 
not to waste water. Two, the water supplied in each case 
should be measured by volume, that is, a cheap meter 
should be invented which would not be tampered with by 
the cultivators. Three, the irrigation rates be merged in 
the land revenue rates of the canal-served areas. It will 
then not encourage the farmer to put ofT irrigation to the 
last moment and insure against the worries of watching wind 
and cloud and seeing if one cannot evade part of the water- 
rate. Of the three methods the third seems to be the best. 
But in any case it is r asenlial that the efficiency of the irri¬ 
gation department must increase. It should not increase the 
canal-and distributary-channel mileage without a correspond¬ 
ing increase in the volume of water. For, it would other¬ 
wise mean that the demand was in excess of supply encourag¬ 
ing all sorts of dishonest practices. Many a cultivator takes 
an excess dosage of water because he is not sure whether 
he shall get another chance during the season or not. 

Another problem is whether the earnings from irri¬ 
gation should cover the expenditure on an irrigation pro¬ 
ject. For long in India and even in some other countries 
the policy has been to make the earnings cover the expen- 
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diture. In India we had productive canals and protective 
canals. Fortunately the policy has been given up, as it 
should have been, because the benefits of irrigation reflect 
themselves not only in the proceeds of the water-charges but' 
also in rent and revenue through higher productivity. Whe¬ 
ther an irrigation project is to be undertaken in a tract 
should really depend on whether the tract requires irrigation 
facilities or not. As an irrigation project is a long period 
investment, its resulls would accrue to the state coffers in the 
long period: consequently, the project may be financed out 
of loans whose burden is always on posterity also. 

Yet another irrigation-hurdle is that of inter-state dis¬ 
putes. One slate (or unit) situated in the upper reaches of 
a river may try to use all the water because of sovereign 
right of ownership of all waters within its borders. Another 
Slate may claim the right to an undiminished flow of the 
river. Such disputes have been known to stop the pro¬ 
gress of irriga'ional facilities and deny the people their 
economic benefits. The best way to resolve such deadlocks 
is not through the law courts but through representative 
central bodies. 


Crop Planning 

Irrigation facilities do away with the uncertainties of 
crops due to insufficient rainfall, but they do not warrant 
ihat (he right crops shall be grown. It is quite likely that 
the farmers grow crops which fetch them higher prices. 
Their objective may not be greater yield but greater sale- 
proceeds—greater money-incomes. It may lead to the 
production of more of commercial crops and less of food 
crops. It may lead to the growing of crops for which the farm 
is not best suited. The problem of the best economic land- 
use that was referred to in connection with soil-erosion 
arises here also. In planning its agricultural production 
a country must take into consideration its requirements of 
food, industrial raw materials and exports. 

We must answer the question, “What are these require¬ 
ments?” To a large extent the answer depends on the 
nature of wants but these wants must be ana are adapted 
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to the productive capacities ofthc particular regions which the 
consuming people inhabit. If all the Indians began to 
consume rye-bread, or if all the refugees decided to consume 
corn, it might not be possible to produce all the rye and 
com needed, at least, not economically. 

Economy of production is, however, not the only objec¬ 
tive. For one may well say that the greatest amount of 
iron is contained in til and that each Indian should con¬ 
sume two chatafo of (til) seeds daily. But it may not be. 
palatable and digestible. In consuming commoditios we 
have to bear in mind the economy of their production, 
palatability, digestibility, methods of cooking and eating 
including the extent of mastication. Again, a family 
may spend a certain amount of money on, say, (i) oranges, 
(ii) cheap vegetables like radish, tomato and potato or (iii) 
cereals. The resultant nutritive value per rupee will be 
lowest in the case of oranges and highest in the case of cereals. 
If the family goes in for attractive and flavoured oranges, 
it may spend a greater proportion on oranges than the family- 
income would justify. It is also possible that the fa mi Jv may 
not be aware of the nutritive economy of the different groups 
and combinations. Similarly, a less economical consumption 
budget may be due to the fart that the housewife is igno¬ 
rant of the economy of the different ways of cooking and 
preparations. Thus the water in which rice is boiled contains 
in a dissolved form most of the nutritive clemenls of rice : 
yet it is often thrown away because preparations of this water 
arc not in vogue. It is therefore of the utmost importance 
that studies be made with regard to consumers' purchases, 
kinds and amounts of food eaten, the relative nutritive value 
of different foods and even the comparative economy of the 
different methods of cooking and preparations in order to 
help the consumers solve their problems and the producers 
to provide the supplies which are most needed. There is a 
woeful lack of such studies in India. Recently the U. F. 
Government has been collecting the consumption budgets 
of certain classes of educated persons and even there a com¬ 
plete co-operation is lacking. Even educated people do 
not seem to realise the importance of these studies. Such 
studies are therefore difficult to make; but they can and must 
be made. 
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Greater India lives in the rural areas—nearer fresh air 
and Nature. 'Hie rural people have their own problems of 
consumption which would affect our crop-plan. It is true 
that the villagers are found to consume anything from wheat 
to Mahva, but they arc healthier than the town people. Yet a 
section of them has to purchase food and fuel; and yet another 
section has to wander about in search of employment. The 
result is a woeful living for thousands of rural families. Ifwc 
want to reduce their sufferings, we will have to reorient the 
crop-plans to produce more food, fuel and such products as 
are needed by ilirm and can also serve as avenues of em¬ 
ployment. 

While we arc thinking of the consumption problems of 
the farmers, let it also be emphasized that new improvements 
arc required as much in the farmers’ homes as in their fields. 
There is a tendency to ignore the provision of better facilities 
to the housewife and the children. Where ghee is produced, 
it is not available for consumption to the members of the 
family. Where eggs are graded and sold the consumption 
of tli'mi, in the family decreases as it has done in the north¬ 
western parts of India. These forces must be counteracted; 
and in couuterading them the production-plans may also 
be affected. 

Let us turn our attention once again to the production 
capacities of the different rrgions. The production capacities 
should be maintained over long periods of time. We referred 
to these in connection with soil-conservation. In any country 
which has a long line of peasantry, we cannot overestimate 
the experiences a< cumulated over generations of peasant-life. 
The modem scientist demands a knowledge of the major groups 
of soils. He asks for a complete soil-survey and land-utilisa¬ 
tion maps. He seems to believe in beginning afresh, in 
complete disregard of the accumulated knowledge of the 
farmers. The Indian farmers have, in the form of proverbs 
and sayings, hundreds of detailed instructions with regard 
to what to grow, what operations to perform, how to regulate 
operations according to changes of Nakshtra, wind direction, 
climate, etc. These have been interfered with on account 
of the changes introduced during the past two hundred years. 
It is, however, true that the cultivator seems to be modifying 
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these unwritten codes to suit the new commercial crops and 
introducing new methods of cultivation in the country. The 
accumulated experiences and the current practices should 
not be ignored. It would be wrong to decry the use of organic 
manures and push the use of artificial fertilisers. The farmer 
is very likely to refuse to accept the new suggestion because, 
if nothing else, he soon finds that the artificial fertilisers 1 
are not only more costly to purchase but also are not effective 
without an abundant supply of water. In 1937, Sir John 
Russel had drawn our attention to another end when he 
recommended that the agricultural economic aspects of mixed 
cropping should be studied in view of the widespread use of 
this practice and the possibility that some crops mix belter than 
others. Mixed cropping means sowing a mixtui c of the seeds of 
different crops and thus harvesting from the same held more 
than one crop at different stages of a period of cropping. 

The yield in any field also depends on the lotation of crop-., 
mixed farming and the varieties of seed'. The lei Unique of 
cultivation also has its effect on the yield and to a ctrtain 
extent it depends on the type of tools and implements used 
by the farmers. 

Research, inrluding comparative studies leading to rnw 
adoptions, impiovements and inventions must be followed by 
a demonstration in the farmer’s field to convince him of this 
value and by the provision of supplies of the new varieties of 
seeds, tools and implements. When convinced, the farmer 
has readily adopted a new crop, a new iron ring to the plough 
and a new cane-crushcr. 

Animal Husbandry. While discussing the problem of the 
best size of the farm and the yield, a reference has been made to 

*In India a fa. lory is, bring established at Sindhri (Bjliai) foi lit 
production of artificial fertilises. But the Government is awaie of the 
limitations of their use. 

'Mention may be made of theimpoitant topoit on the Tuhnical 
possibilities of Agncultuial Development in India (1944) in it, Dr. 
Burns,an Expert of the Go/rrnmem of India, has r potted on the 
possibilities of increasing the yield per acre by using better seeds and 
manures, controlling pests and diseases and by adopting piopcr methods 
of cultivation. 
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animal husbandry. The important animals in this connect) on 
are the cow, the buffalo, the bull, the bullock and the poultry. 
While we have less of poultry farming in India, there are 
too many of the other animals mentioned above. If in a 
country the fodder situation worsens, it is to be expected that 
the population of these other animals shall also decrease. 
This has not been the case in India. Some of the important 
reasons arc the prevalent technique of argicultural production, 
the importance attached to the supply of manure to the 
fields in the form of cow-dung, and the religious sentiments. 
The second reason is the most important from a long period 
point of view. The mixed farming experiments being carried 
on by the Indian Council of Agricultural Research in the 
different provinces indicate that a proper system of miied- 
farming not only snk’cs the problem of fodder but also results 
in an increased quantity of dung and a greater income. The 
system has been successfully adopted in many countries and 
may be popularised in India as well. But any such method 
must be accompanh d by better breeding and elimination— 
through castration and slaughter—of the weak and the un¬ 
desirable cattle. In India at present the common sentiment 
is against the slaughter of the cows and their use for draught 
purposes. Although these have been prohibited from the 
Vcdic times and throughout the Smritis and the Epics, the 
same view is not held in the Dharamshastras. There is 
evidence enough to show that cows were slaughtered and 
even used for draught purposes. The inviolability of the cow 
appears to be based on utilitarian principles, which should 
today justify the slaughter of cows and their use for pulling 
the plough and carrying burdens. But the first step, that 
can successfully be taken in India, is to segregate the ineffi¬ 
cient and the dry cattle as is being organised as an experi¬ 
mental measure by the U. P. Government near Mathura. 

Agricultural Credit 

The plough and Ihc canecrushcr remind me of oue of the 
most important problems in the economics of agriculture 
which I have evaded so far—the problem of capital and agri¬ 
cultural credit. Capital is as essential for agriculture as for 
trade and industry. Just as few traders have their own capital, 
the farmer too does not finance his agricultural operations 



FUNDAMENTALS OF BGONOMIOS 


833 

himself. ^ He has to take loans in cash and kind, from others 
for buying livestocks, implements and fertilisers; for im¬ 
proving the land; for meeting the current working expenses; 
for carrying on production in bad years; and sometimes for 
holding up sales in a period of rising prices. 

Rural credit lias to have certain characteristic features 
because of the difference between agriculture and trade and 
industry. Although it means slight repetition, it is well 
worth Recalling that agriculture diners from the other group 
in regard to the nature and length of the operations and the 
rate of yield on the invested capital. It is to a larger extent 
dependent on the vagaries of the monsoon and does not 
involve mere mechanical transportation of raw materials 
according to a regular process. Its commodities are highly 
perishable; some of them can be preserved for thousands 
of years but the methods of preservation are not likely to be 
available to the ordinary cultivator. The system of produc¬ 
tion cannot be altered easily and quickly. Consideration 
must also be had of the fact that partly due to his habits 
and partly due to the uncertainties of production, the agri¬ 
culturist is not in a position to forecast his credit require¬ 
ments well in advance of the time when they actually arise. 

Agricultural credit must be for a period (i) correspon¬ 
ding to the period of cultivation in the case of working expen¬ 
ses, (ii) extending to a few years for the purchase of bullocks, 
implements etc., and (iii) extending to a long term for the 
purchase of land, for making permanent improvements in 
land, for sinking well, etc. Apart from this, the criteria 
of an ideal agricultural credit agency may be put down as 
follows:— 

1. Availability of credit at all times and without delay. 

2. Possibility of the extension of the term of the credit 
in case of crop failure. 

3. Flexibility of the resources of the credit agency. 

4. Ability to find out full facts about the borrower 
readily. 
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5. Power to ensure the correct use of loan. 

6. Strict realisation of the dues at the right mo> 
ment, through the sale of the borrower’s produce or as soon 
as money reaches his hand. 

The commercial banks do not provide such credit. They 
arc able to invest ihcir funds in other, and more profitable 
channels provided by trade and industry. Nay, their activities' 
have been adapted to the needs of trade and industry only. 
Their apathy is also due to the difficulty of assessing the bor¬ 
rower’s solvency, inability of the borrowers to furnish adequate 
guarantee and mortgage, uncertainly of iherelurn of princi¬ 
pal and interest in time and the danger of ultimately being 
left with unrealisablc frozen assets. 

Credit for agriculture may be of three types. In some 
cases, the financial aid cannol be expected to be returned due 
to gross iuabilily of the agriculturist. In other cases, a 
partial rcpajnunl of the credit may be had with the pro¬ 
bability that such pio\ision may improve the borrowers 
capacity to repay loans. In still others, the loan is to 
result in the repa) ment of the principal as well as a fair 
interest. 

Greal er Mrcss is generally laid on the provision of the third 
type of credit. It is so nol only in India but in other countries 
also. The fact, howm-r, is that in order to rehabilitate 
the economy of many an agriculturist finances of the first two 
types are also needed. C.ri dit for supply of improved varieties 
of seed is an example of the first type. Agriculturists may be 
given new tariety of seeds free of charge provided they agree 
to grow them in their fields. Credit for the construction of go* 
downs for the storage of seed, produce and even manure, may 
be cited as an example of the second type. A part of such 
credit must nol be expected back: a part, however, may be 
given as a loan repayable slowly over a number of years. 
The availability of storage facility in the rural areas and in 
the important markets helps the agriculturist to adjust supply 
to demand and thus get a better price. Higher price in 
turn tends to increase the income and hence, the repaying 
capacity. 
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Credit of the first two typ& has generally to be provided 
by the State. Ordinarily the term “credit” is not consider¬ 
ed to indicate such credits. It is understood to stand for 
financial help which has to be repaid, generally with some 
interest. In the rest of this chapter “rural credit” will be 
taken in this sense. As such, it has some characteristic 
features. Hence there is a necessity for special types of ins¬ 
titutions to provide agricultural credit. Those should be 
as local as possible. 

.Sources oj creuit. The agencies which provide agricul¬ 
tural credit in India are:— 

1. Indigenous money-lenders including the Zamindars 
and even tenants. 

2. C i op'-ra ive sorirtus including rredit societies, land 
mortgage banivs, marketing societies and c\en the glower’s 
societies. 

3. Banks including the Reserve Bank of India. 

4. The State. 

All these sources stand criticised: yet, some or all of these 
have to be reformed or remodelled and used for providing 
future agricultural credit. It cannot however be said how 
much agricultural credit has to be provided. The targets in 
regard to the various typi s of credit ai c indefinite because of at 
least two factors. Firstly the cost of production budgets of the 
agriculturists arc not available. Secondly, the amount 
and particularly the distribution of the old debts arc not 
known. 

In the past the agriculturists have been allowed to accu¬ 
mulate a debt which is expected to show a substantial decrease 
due to the World war II and the subsequent high prices. It 
is true that a conclusive answer cannot be given in regard to 
the present rural indebtedness without detailed statistical en¬ 
quiry. Enquiries in Madras and other small place and village 
results show that so far as the icnanls and landless labourers 
are concerned, the indebtedness has increased. It has, how- 
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ever decreased in the case of landlords and big tenants who, 
in all probability, had a surplus to sell. Yet compared to 
the position in 1939, there is a reduction of about 20% in {he 
estimated provincial total debt as well as debt per capita. If 
the low value of the rupee is taken into account then the real 
burden of the debt in Madras may be said to be about one- 
fourth of what it was in 1939. 

A very encouraging picture. But such low real burden 
may change to a staggering real burden unless three steps are 
promptly taken. One, agriculture should not be a deficit 
economy. Two, the agrirultwists should no longer be allowed 
to fall helplessly an ignorant prey to the Mahajan. Three, 
the debts be made self-liquidating. 

The above remedies are more relevant to those sections 
of cultivators whose debts have really decreased. As is evi¬ 
dent from the enquiry regarding rural indebtedness made in 
Madras as also fi om a few studies made in U.P., Gujral and Ben¬ 
gal although the great ei part of the debt is still in the accounts 
of the medium and small landholders, so far as the tenants 
and agricultural labourers are concerned, their debts have in 
all probability increased. These two groups easily make 
up one-fourth to one-thit d of the cultivating -population. For 
them the solution does not lie so much in better agricultural 
credit facilities as in more cmplo) ment facilities. Of course, 
for the organisation of non-agricultural activities in the rural 
areas credit shall have to be supplied. We have really to 
plan not for agricultural credit but for sufficient and easy 
rural credit. 

Besides the four sources of agricultural credit mentioned 
above, there is now, as a result of the recommendations of the 
Indian Agricultural Finance sub-committee, a fifth source 
agricultural credit corporations. These can be organised 
but the cooperators in India are vehemently against their 
formation and have claimed that they can provide the same 
service, as is ultimately expected of the credit coiporations, 
and at a lower cost, provided the government extends to the 
cooperative credit structure the same facilities that have been 
recommended for the agricultural credit corporations. There 
is much truth in what the cooperators say. Certain provinces 
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like Bombay and Madras can make much progress without the 
establishment of corporations. The report of the sub-committee 
deserves to be read carefully before the recommendations 
can be vehemently denounced. In any case, the cooperative 
credit structure has to be improved and the indigenous money- 
lending has to be controlled with regard to their accounting 
and other practices. 

By now sufficient has been said to give an idea of the 
economics of agriculture and rural areas. Let light be now 
shed on the economics of certain industrial and urban prob¬ 
lems. 



CHAPTER XXtV 

THE PROBLEM OF LABOUR 

The question of Labour, both nationally and internation¬ 
ally,is of first importance. Economic stability and welfare 
of human society depends upon equitable solution of the 
Labour problem. The question in essence is to discover a just 
and an honourable relationship between the various elements 
that compose the economic stratification of modern commu¬ 
nities. In the progressively correct adjustment of these 
matters will lie the increasing efficic nry and happinrss of the 
peoples of the earth. 

Definition oj Labouu ltmusl be understood that through 
the centuries, the concept of the term Labour, has grown and 
enlarged. With change in the technique of production, and 
the consequent alteration in the economic strut tme of society. 
Labour loo has undergone change in status. Ill the term 
Labour is now included not only manual labour but mental 
cvTtion as well, undertaken on behalf of another for a given 
icwaid. It will be sufficient for our purpose to accept the 
definition of the term Labour as given by I)r. Marshall. His 
deimition is comprehensive and all inclusive Dr. Marshall 
has defined Labour “as an exertion of mind or body, undergone 
partly or wholly with a view to some good other than the plea¬ 
sure derived directly from the work.”* Labour, therefore, 
includes workers both of hand and head, who work for others 
for a given payment in cash or kind. The term Labour is 
therefore heterogeneous composing all caKgoiies of peo¬ 
ple, who work with brawn or brain for a giwn reward 
on behalf of others. The old connotation has been coinplc tcly 
transformed. Highly trained and skilltd technicians, opera¬ 
tors, supervisors, clerical and salaried stall sire as much a part 
of the labour force as the unskilled or semi-skilled manual 
worker. 

Date oj the question. The problem of Labour is regarded 
by most social investigators as of modern date. Jt is held to 

*Maiskall’s ‘Piiuciplra of hconomiLS.’ 
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have its beginning in the Industrial Revolution. The changes 
in the techniques of production ushered in by the Industrial 
Revolution first took place in Great Britain. In reality, 
however, the problem is as ancient as the lime when human 
groupings reached the stage when specialization of economic 
functions led to the divergence of economic interest. The early 
beginnings of the ownership of capital in the process of produc¬ 
tion led to dissimilarity of economic interests in the matter of 
exchange and distribution. The institution of slavery, which is 
one of the earliest institutions in human social grouping, can 
certainly be regarded as the first beginning of the question of 
labour. Slavery of all forms and degree, from ancient days and 
mrdievalistic times, manifested itself in various types of feuda- 
listiclabour. All manners of land tenure systems, socage form¬ 
ing and the like carried their own specific impositions upon 
bondmen and serfs and even free labour. The lord of the 
manor wielded varying degree of power over the different 
grades of labour upon his land. Aitisans and craftsmen by 
way of being apprentices, and journeymen were fixed in 
their status and enjoyed rights and rewards fixed according 
lo the Guild system to which they belonged. Thrir movemt nt, 
their apprenticeship, their remuneration right through the 
Middle Ages was thus determined by ihc Master-craftsman 
and their Guilds in rigid manner. Indeed the slave, the serf 
and the bondman are but the forebears of the prescntialwork- 
ing man in our social s\ stem. Nevertheless in some essential 
features the labour question can be more accurately regarded 
as a modem problem. It has cmeigcd as an inevitable conse¬ 
quence of the Industrial Revolution. The changes of technique 
in the process of production and exchange, the hall-mark of 
the industrial Revolution, ushered in a new era in human 
history. This was particularly so in reference to labour. 
The discovery of water and coal as power resources largely 
displaced human muscle-power as source of industrial 
energy. Human labour power dwarfed in comparison with 
these newly discovered power resources latent in nature. 
Human labour declined in value and fell in status as a 
consequence. 

Capital Instruments and Appliances. For the proper utili¬ 
zation of the newly discovered natural power resources of 
water and coal, it was necessary to have requisite mechanical 
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equipment and appliances. In other words, capitalistic instru¬ 
ments of production and transportation were the inevitable 
v ehicles tnrough which these newly discovered power resources 
could be utilized. Therefore, instead of the simple, traditional, 
and inexpensive tools and implements, there came into exis¬ 
tence the modern complex and costly tools and machinery. 
Modern equipment ana plant was not only heavy in cost, 
long in incubation and uncertain of duration, because of 
fear of obsolescence, but also laid down with rigidity the lines 
upon which die course of industrial evolution could run. 
The construction and erection of these modern establishments 
required much financial assistance. The need for capital 
and finance, stimulated and developed, in marked manner, 
the banking and credit agencies, simultaneously, with the ex¬ 
pansion of industrialisation. Financial houses, stock brokers, 
under-writers, promoters and all manner of speculators sprang 
up to provide the where-with-all required by entrepreneurs 
and captains of modern industry. The financing of indus¬ 
try through the money market, became a pre-emintntly 
important matter. Owneis and manufacturers themselves 
gradually became more and more dependent upon financiers. 
The suppliers of credit and industrial finance obtained the 
controlling shares over commac.ial and industrial enterprise. 
Due to the emergence of the joint stock system, 
and the introduction of the limited liability principle, 
ownership itself became diffused and divorced from 
direct control. That is to say, the mills and mines and other 
establishments, instead of belonging to indiwdual persons 
or families, were now, more and more, owned by a vast mul¬ 
titude of stock-holders. Instead of the live personality of the 
individual owner or the members of the manufacturer’s 
family being the masters, industrial establishments came under 
the control of impersonal institutions, like Managing 
Agencies, Board of Directors, Trusts and Cartels. These 
Directorates or Agencies imported mechanical relationsliip 
between owners and workers. Instead of the personal touch 
that existed between employers and employees of older times, 
impersonal relationship developed. The profit-making 
objective became the sole concern of these new indus¬ 
trial establishments. Dehumanisation of industry has to 
answer for the labour unrest experienced in most nations 
to-day. 
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Depersonalisation of the worker. In the mechanisation of 
industry, human skill and dexterity, as apart from human 
power, was also placed at discount. The worker from hence¬ 
forth became a mere cog in the wheel. Much of his skill was 
taken over by the machine. The power of initiation and 
creation was denied to him. The opportunities of self- 
expression and self-realisation which men could obtain for 
themselves in and through tluii daily task, as apait from 
meditation and religious devotion, were now denied to them. 
The joy and happiness of the craftsman, however humble 
his art, was lost for the vast majority of the wot king classes. 
His woik was set for him by the task mastci. 11 was mechani¬ 
cally standardized. The workman was dcpc»sonali/ed. This 
result of the Industrial Revolution has piobably more basic 
significance than has been attached to it by >1udcnts of the 
problem of modern unrest. Psychologically it may well 
prove to be the profoundcsl. The evpjn ion and flowering 
of human personality through work, was now nibbed and 
confined. Routine pi oc esst. s «nd r epetitiv e w< >r k w ej c all that 
was left for the masse* to tauv out. Tlu, conflict between 
Man and Machine thus uii ;ina<cd. Thr ptt“< nt-day labour- 
saving and other devices, gen ially known as iannualisation, 
is but the latest phase of the more than a century old conflict 
between man and machine. 

• 

Mass Employment. Another iharacUristir of the Indus¬ 
trial Revolution was that lapi'.dLtie plant and equipment 
required mass employment of Infirm. In t he technique of 
those eaily davs mas* employment wis noic'swry fen mass 
production. The employees instead of bein^ known to the 
employers by name W're now known to them only by thcii 
numbers. The workman instead of being regarded as a 
human personality with his wife and children and dependents, 
who in the olden days were also known to the employers, 
were now reduced to and known by a mere arithmetical 
number. The money nexus became the only connrttion 
between the workmen and their employers. This created 
certain aberrations in Managem<*nt -Labour r clationships which 
have led to the ci cation of the present-day labour problem. 
Personal loyalties and attachments were destroyed. The 
give and take of work and life teased. The profit motive 
on the one hand, and cl^ss hostility on the other poisoned 
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at source, the Managcmcnt-Labour-relauonship. Ruthless 
competition set in. It waB light for survival. The weak 
went to the wall. Destitution of the old, the weak, 
the decripit and the unemployable became wide-spread 
and distressful. Old time regulations, assistance ana pro¬ 
vision were discarded and forgotten. The community 
sense was lost Fullrein was given to egotistical propensities 
embedded in the nature of man. The consequences were re¬ 
morseless in their effect upon the under-privileged of society. 

Urban and Social problems. The necessity of the presence 
of masses of people in given locations created in their wake 
several serious civic and social problems. As the science of 
modern town planning and the knowledge of public hy¬ 
giene were not developed, industrial cities, mining and 
port towns grew up with total disregard of the laws of public 
health and communal living. The sudden and unprecedented 
movement of the rural population into the newly created 
industrial towns gave rise to some of the most complex and 
obstinate problems of modern city life. Slums grew up, 
giving rise to insanitary dwellings, overcrowding and sweating 
of dwelling-sites. Such congestion resulted in social evils whim 
have tended to devitalise the physical and moral fibre of the 
urban populations. The weakening of family life, the increase 
of infantile mortality, the spread of contagious diseases, tuber¬ 
cular and venerial, took heavy toll of life. The spread of 
particular social vices, as in the increase of gambling, drink 
and prostitution were some of the evil consequences that 
entered into urban life of the nations due to rapid indus¬ 
trialisation. These have created a group of social ptoblcms 
that directly impinge upon the social welfare of the working 
classes and the community at large. The conccntradon of 
these evils, some of them ancient indeed in their origin, has 
been the bane of modern civilization. 

Thr Doctrine oj Laiise z-Faire. The position of the win king 
man was made completely defenceless because of the philoso¬ 
phic and economic sanctions that were available to support 
the changes ushered in by the Industrial Revolution. The 
workman instead of being protected by status, as apprentice, 
journeyman or artificer, according to the usage of the Guild 
system on the one hand, and Parish traditional control on 
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the other, was left isolated and unprotected by the new 
legal system. In theory and practice the Law changed his 
position from one of status to that of contract. The 
conferment of the Right of Contract was indeed a remark¬ 
able legal revolution. It gave freedom of movement and 
action and a higher position to the workman than he had 
ever previously enjoyed in the past. In the ryes of law a 
workman henceforward was regarded as free and equal as 
any other citizen of the State, high or low. The dignity of 
the individual was established. The concept of contract 
conferred upon workmen equal status with their employers. 
At one stroke as it were, the age-long shackles, disabilities 
and inhibitions were dissolved and discarded. Masses of 
human beings who were so far kept down as vassals, seifs and 
bondmen or as townsmen of limited rights, were given co-equal 
status with the rest. The greatness of the achievement of the 
legal freedom and the assertion of the Equal Rights of Man as 
Man, cannot be underrated. But this very legal freedom 
produced problems of great gravity in the body politic. The 
reason is that legal equality, without economic ability is but a 
matter of academic satisfaction only. It is of little assistance 
in every-day matters of practical importance. In order to 
make legal equality a matter of effective reality, some mea¬ 
sure of economic security is essential. The rights, for instance, 
of a poor man as against those of a rich man are not easily 
established, even in courts of law. The principle of legal 
equality may thus remain a fiction and a dangerous delusion. 
In the course of its operation there is little doubt that the 
principle of Laissez-faiie-Laissez-passcr has engendered bitter 
resentment amongst the masses. It has created social friction 
and has disturbed the peace and unity of society. But there 
was remarkable unanimity of opinion amongst philosophers and 
scientists at that juncture of history, to accord to individuals 
freedom of action. The classical economists, the philosophers 
and the scientists believed in natural laws. They relied upon 
the effectiveness of the principle of self-interest, operating 
through the process of competition, to adjust reward to merit. 
Need was to be met thus. Interference in any manner was 
deemed as unnatural. The unfit were to be eliminated. 
Mercy and charity had little part in their concept of things. 
In fact they looked upon them as unjustified interference with 
the unerring process of nature. The fundamental principle 
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of law was natural liberty, operating through natural order, 
leading to natural harmony. It was held by this school of 
thought that the individual, seeking his own good, would with¬ 
out let or hindrance, unconsciously promote the good of 
society as well. Thus the good of the individual was linked 
with the good of the community. In the quest of one, the 
other was fulfilled. The “invisible hand” saw to this in the 
dispensation of nature. This intellectual conviction led to an 
abhorrence to the formation of any type of association or or* 
ganisation either of employers or of workers in the furtherance 
of their respective interests. All such organisations, employers 
corporations or trade union formations were regarded as 
interference with the natural process of things. The doctrine 
of laisitz faire and faisiez fiassei was accepted as fundamental 
to the establishment of a just social order. The philosophical 
school of thought annunciated that it was in the best interests 
of the individual himself that he be given no kind of assistance 
and protection in working out his own economic and social 
salvation. Struggle was essential for progress and develop¬ 
ment. Thus all attemtps by labour either to seek redress by 
way of old statutes and enactment, customs or traditions, 
were denounced, and made null and void. Attempts to or¬ 
ganise clubs or associations for purpose of “ collective bargain- 
rng” were ruthlessly supressed. All such group action was 
looked upon as subversive and contrary to the laws of nature. 
They were assumed to act in “Restraint or trade*’, and thus 
contrary to the good of society. 

The Challenge oj Labour . The course of the past century 
and over has, however, given a different verdict to the sound¬ 
ness of the conclusion reached by the lissez faire school of 
thought. Workmen, supported by humanitarians and phi¬ 
losophers of the radical school, challenged the basic soundness of 
the classical doctrine. They maintained that the social process 
and the economic set up of the times did not in itself guarantee 
the welfare of the weak or the economically powerless indivi¬ 
duals or groups. With concentration of finan ci al resources, 
and capitalist control, operating through banks, trusts and 
cartels, and supported by powerful political groups, the 
isolated individual, economically low placed, could not find the 

*English and Combination Act of 1799 and 1800, 
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necessary opportunity for education and training, lo be able 
to seek gainful employment as was so readily assumed by the 
classical philosophers. In times of depression and mass unem¬ 
ployment, occupational and transitional changes, the isolated 
individual was helpless. He could as much determine his 
course of action as a rudderless boat could steer its course 
in a turbulent sea. In order to secure a footing in the economic 
system, and to survive in the struggle for existence, the for¬ 
mation of workers’ organisation became inevitable. Thus 
arose the Labour movement. Through decades of bittter 
struggle it evolved for itself in the process, the instrument of 
the trade nuion. It has now been fashioned to point of great 
effectiveness. The“Rightof Collective Bargaining” had been 
the objective of the Labour Struggle. The essentials of the 
labour conflict are not only for adequate wages, better con¬ 
ditions of work, reduction of hours, and other securities of life 
for the maintenance of given standards of life. The Labour 
struggle is also for the sake of active participation and colla¬ 
boration with Management in the conduct of the industry 
itself. It is not merely the negative demand lo protect the 
working classes, but the positive objective to raise their status 
and dignity in the social system of to-day. It is this that 
constitutes in essence the Labour Problem. 



CHAPTER XXV 

TRADE UNIONS 

“The Invisible Hand”, In order that Labour should not 
be treated merely as a Means to an End, it has been established, 
over die course of a century and more, that Labour should 
be accorded what is known as the Right to Collective Bargain¬ 
ing. The vindication and establishment of the principle of 
Equality as between Man and Man in the eyes of the law, 
has been one of the notable achievements in the process of 
human progress. It is one of the tragedies and paradoxes 
of human history that when the principle was accepted and 
acknowledged as basic to the structure of civic rights that men, 
especially of the low-income categories, should have suffered 
so acutely as they did, due to ruthless competition and other 
social and economic upheavals caused by the Industrial Re¬ 
volution. Whatever may be said of the injustices and dis¬ 
abilities of the feudalislic and Guild system of life, it must 
be indicated that they afforded protection and security of exis¬ 
tence to the masses and the artisan classes in particular. 
But with the annunciation of the doctrine of the freedom of 
the individual, and the pronouncement of his equality, he was 
left entirely to his own resources to secure and maintain a 
footing in the new economic order. Old laws granting shelter 
and protection were made null and void. New ones had 
not even been thought of in the polity of those dayB.* Each 
person was left to fight for his own hand. Legal and civic 
equality was a vitalizing principle and contributed much 
towards social and economic progress. But in the case of the 
masses, who were ruthlessly ousted from their traditional 
occupations in agriculture, arts and craft by the new processes, 
inventions, and discoveries were indeed reduced to abject 
poverty and helpless destitution. The fact of legal equaliy, 
without economic ability meant but little assistance to them. 
With no employment, little financial resources, with them¬ 
selves and their families in dire need, the bargaining capacity 
of the isolated individual workman against the resourceful 
and masterful employers was of little avail. The terms of 


•The Law of Trade Unions, by H. Samuels, 
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wages, duration of hours, conditions of work had to be accept¬ 
ed or workmen had to face starvation. The sufferings of men, 
women and children have disfigured the page of history 
wherever the impact of industrialization has come upon an 
older type of agronomie-cum-handicraft civilization. The 
bare principle of Equality, without securing measures to make 
it effective, is an empty civic allurement. The dread of 
Collective Rights was so great that combinations of all types 
were denounced as “restraint in trade” and were not coun¬ 
tenanced in law. The principle of freedom, and the process 
of competition were regarded as nalural. They were held 
to be the most effective way of securing the economies of life 
for the combined good both of the community and the well¬ 
being of the individual alike. The “Invisible Hand” 
according to the doctrine of the Natural Order philosophy 
would harmonize the interest of the individual with that 
o( the welfare of the community. But the process was painful 
and costly in terms of human lives. 

Right oj Collective Bargaining. Wuikcrs, and their friends 
both among men of thought and action, gradually recognized 
the necessity of securing some group rights for the workers. 
They worked and agitated to obtain for them the Right of 
Collective Bargaining. Bitter and prolonged struggles took 
place in the course of the Labour movement in the different 
countries of the world, It was by slow degrees that this funda¬ 
mental right for the working classes was secured. The right 
conferred the usage that the individual, isolated workmen 
could bind themselves in groups or associations, in freedom, 
to secure by the process of joint negotiation, the settlement 
of the terms and conditions under which they would elect 
to work. The State and the employers reluctantly acceded 
to this principle. But with the expansion of the democratic 
principle, and the broadening of the forces of liberty, and the 
teener perception of equity of the social and economic rights 
of groups and individuals, the process of collective bargaining 
has been accepted as essential by all democratically controlled 
countries. In recent years the International Labour Organi¬ 
zation has been a powerful force in the extension and accep¬ 
tance of this process throughout the world. The institution 
through which this principle operates is known as trade 
unionism. 
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Trade Union. Some of the principles according to which 
trade unions are formed and worked are universal in t hei r 
application. There must, however, be considerable elasticity 
in the composition and function of trade unions according 
to the stage of industrial development, advancement of edu¬ 
cation ana general civic awakening in any individual country. 
No rigid rule can be prescribed as a fixed pattern for workers' 
organization. National history, indigenous associations, 
the economy of the country and its political structure would 
have much to say as to the shape and form trade unions would 
take in their respective national climates. Nevethcless, some 
features are almost fundamental in the formation of workers' 
unions. 

“Open Shop" System. The Open Shop system must be 
regarded as a primary condition in the formation of trade 
unions. No worker should be forced to join a workers’ organi¬ 
zation if he is disinclined to do so. Complete protection 
must be accorded to a worker to exercise his right of choice 
in this matter. While it is not ncressary to encourage 
egotistical propensities of individuals, yet it is not desirable 
to coeicc men against their best judgement. Even sections 
or groups of workers who desirr to stay out of a trade union 
should be permitted to do so. This is cardinal principle of 
true democracy. Naturally, it must be seen that neither the 
individuals nor the sectional groups act in manner inimical to 
the broader interests of workers within or without the factory or 
establishment. Employers, political groups,personal and indi¬ 
vidual ambitions, may cause men to exploit the position of dis¬ 
unity among workers to the detriment of the general good of the 
working classes as a whole. Black leg activities or other dis¬ 
ruptive tendencies must be eliminated. The essential unity of 
the working rlasscs must be preserved. Multiplicity of trade 
union formation in the same industry or the same locality is 
tendency that must be guarded against by vigilance and sa¬ 
gacious handling. This is one of the weak points in the frame¬ 
work of our trade union formation. Formation of working 
class associations on a variety of ideologies is inevitable. Room 
must be provided for their existence and legitimate expansion. 
The State must raainlain an attitude of strict impartiality. 
So long as trade unions remain within the bounds of the 
law and are loyal to the State, they should have nothing 
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to fear at the hands of Government. Subversive action, 
attempting to overthrow the State, cannot, however, be per¬ 
mitted. In a democratically controlled State, the only manner 
in which change in law, or change in government or change 
in constitution can be made is by appeal to the electorate or 
a referendum to the peoples. Recognised constitutional 
means alone can be exercised to bring about political trans¬ 
formation. A General Strike to coerce the Government, for 
instance, cannot be countenanced or allowed in law. Indeed, 
as far as feasible, trade union activities should be confined 
to specifically labour and technically allied problems. Poli¬ 
tical issues should be examined, debated and determined 
by political orgnisations set up for the purpose. For this 

f irovision is made in Trade Union Acts to create separate 
unds for political ends. Members are free to join or to abstain 
from contributing to such funds as they wish. The “Con- 
tracting-in” clause is preferred by Labour leaders to the 
“Contracting-out clause for obvious reasons 1 . While it is not 
always easy or possible to discern the line of demarcation, 
yet the distinction between the technically labour, and the 
politically national, issues will have to be kept dear. The 
more effectively this can be achieved the more possible 
would it be to conduct the unions to good purpose. Em¬ 
ployers too, must be required to give fair chance to all 
variety of trade union formations. It would be unjust if 
employers should give access to trade unions of an) 
particular political affiliation. Socialist or Communist 01 
any other type of unions, on this principle, cannot be denied 
entry into any industry or concern. Governments and 
employers can have no justification to eliminate them on 
ground merely of ideology. It is only when trade unions act 
in subversive fashion that action could be taken against them. 
Maintenance of the “Open Shop” principle is nindamenlal. 
Workers or their unions too have no right to exclude workers 
from industry who do not belong to their unions. They too 
must respect the principle of “Open Shop” as strictly as they 
would require that it be observed by the employers and their 
associations 1 . If it is admitted that trade unions are 

'Compare and contrast British Trade Union and Trade Disputes Art 
of 1927 and 1946 from this aspett 

•The Labour-Management Relations Art 1947 of United States of 
America is informathe on this point. 


TRADE UNIONS 


»49 

specialised organizations set up to negotiate about labour 
matters, other issues should not arise. It is not unfair as it 
may appear, to require employers to recognize trade 
unions that are Socialist and Communist in their political 
ideology. Nor is it unjust to demand of workers to 
accept as fellow-workers those who are adherenls to 
political allegiances different to their own. If this principle 
is not accepted and employers are permitted to onei 
recognition on a “Closed Shop” basis, it will in the long 
run prove a source of weakness to the growth of a Strong 
and independent Labour movement. Equally, the principle 
of individual freedom would be violated if trade unions 
compel workers to join exclusive unions only. The power 
of organised labour is a vital force in the body politic. It 
should be checked from exercising monopoly rights over labour. 
Monopoly in industry is detrimental to public good unless 
appropriately rhecked. So with Labour. Labour coercion 
will be injurious to the community if not duly safe-guarded. 
Labour history of the different countries of the world provides 
instructive reading on the ronsrqueners of adopting the 
“Closed Shop” system. 

It follows that distinction of caste, colour, creed or sex 
would be obnoxious to the coucrpt of trade union organiza¬ 
tion under the “Open Shop” pnnciple. It is possible, and 
even probable that under specific situations and traditional 
circumstances, exclusive trade unions may be formed and 
r\ en permitted. Bui upon the whole, such exclusive trade 
unions on a caste or colour basis must not be tolerated more 
than as a transitional make-shift arrangement. Due to ra¬ 
tionalization and application of modern technique in pro¬ 
duction, workers would progressively depend for their admit¬ 
tances and retention not upon their colour or caste, or even 
on their sex, but upon their capacity to discharge their function 
in industry. The tendency of owners to favour men of their 
own region or religion is natural. But avenues of employ¬ 
ment cannot for that reason be blocked to other competent 
men. The Slate and the Labour movement must see that 
such restrictions do not crystalize into impediments to employ¬ 
ment. The general rule should be that thrre should be no 
kind of limitation in the membership of trade unions based 
upon these demarcations. A worker is an operator, skilled 
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or unskilled, and his place in industry must Jbe determined 
according to his training and functional capacity. The spirit 
of democracy cannot support any other view of the matter. 

Leadership. It has been noted the world over that the 
labour movement in the early stages of its growth and in the 
formative period of trade unionism, has been pioneered not so 
much by workers themselves as by men and women of other 
social classes. These persons have been fired by a genuine 
sense of social justice. They have been eager to help the 
oppressed and the underprivileged. But for the selfless ser¬ 
vice and devotion of these men and women, there is little doubt 
that trade union evolution would have been retarded in its 
expansion and acquisition of strength. Leadership came in 
the main from the non-working classes. It could hardly 
have been otherwise. But as general education and enlighten¬ 
ment spread, and workers became conscious of their own worth, 
leadership began to be provided by ihe working class itself. 
The demand of the employers that leaders themselves should 
be genuine workers is not unsound. Non-worker leaders arc 
oflen ignorant of the operational points of difficulties involved 
in a trade dispute and may unconsciously, or even deliberately, 
introduce issues that are strictly not trade matters. Indeed, 
often, purely industrial issues are linked up with political ques¬ 
tions so as to gain public support. Such disputes and strikes 
on the whole, do little to further the cause of Labour. Under a 
foreign political domination such tactics may pay. But under 
conditions of normal national sovereignty and democratic gov¬ 
ernment, sur h procedure would prove not too fruitful. Therefore 
non-worker leadership is not always desirable. Non-worker 
leaders have rendered memorable services to the cause of the 
workers. The part that they have played can never be forgotten. 
But their day in this role is now done. The responsibility 
should be handed on to others. They can however yet take 
valuable part in the furtherance of the cause of Labour as 
adviser and research workers. On the other hand, due to infant 
or weak growth of trade unionism, it is not infrequent that 
employers have resorted to all manner of practices to dominate 
and suppress worker-leaders. All types of victimization, 
direct or indirect, have been practised in this and other coun¬ 
tries to browbeat them. All variety of temptations have 
been offered to break them away from the rank and file. But 
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by grim determination and much honesty of purpose, worker* 
leaders have made their imperishable contribution in the for* 
ination of the trade union movement. Ultimately, there is 
no question that trade union leadership must come into the 
hands of the workers themselves. The histoiy of the Labour 
movement in general and of British labour in particular has 
followed this course of development. Their is no reason to 
doubt that history will fail to repeat itself in this instance in the 
evolution of the Labour movement in India. If Management 
show reasonable attitude of regard and accommodation, much 
friction and strife would be eliminated. Good and earnest- 
mined employers, have set honourable lead in this direction. 
Worker-leaders should understand technical obstacles better 
than non-worker leaders, and would thus be mote ready to 
meet the situation on some basis of equitable compromise. On 
the other hand, there is equally little doubt that when strikes 
would break out, they would tend to be more severe and pro¬ 
longed. Worker-Leaders would not be able to grasp t he social 
and political implications involved as readily as Non-worker 
Leaders. Due, inevitably, to their confined experience and view 
of life, they would be less able to appreciate the larger prob¬ 
lems that would arise in the body politic than Non-Worker 
Leaders. If unions function democratically it is expected 
that the selection of worker -1 caders would evolve itself automa¬ 
tically. Men and women of ability and integrity would be 
available in good supply. In the process of industrial strug¬ 
gle they would develop leadership and thus come to the fore. 
They would be able to give guidance not only in matters 
1 elating to labour but also to problems ronccrning the nation 
as a whole. In the solution of national and international 
problems leadership of the highest order is required. It will 
be the privilege of the working classes to meet this need. 

Function. Through the methods of collective bargaining, it 
would be a function of the ti ade unions to discuss with Manage¬ 
ment and determine various problems that arise in the matter 
of Labour arrangement. The first amongst these is the 
question of wages. The wage received is, after all, the main 
means of livelihood of the wrorker. Exploitation of labour 
is perpetrated mostly through the channel of the rate of re¬ 
muneration. In isolation, in lack of knowledge, in absence of 
resources, in face of keen competition, the single worker has 
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little bargaining strength to pit against the employer. Except 
in peculiar and abnormal circumstances, the employer can 
always beat down the employee and dictate the rates of wages 
and conditions of employment. Ruthless exploitation has 
thus taken place. This has been particularly so in the em¬ 
ployment of unskilled women and children. But in collective 
Dargaining, with greater, unity, increasing knowledge, and 
ability to withhold labour, the scales have been made even, 
if not reversed in favour of trade unions. Rate fixation 
whether on time or piece basis, is no easy task. In 
the modern ways of production wages fixation has become 
a highly technical and specialised function. The dexterity, 
the skill, the exertion, the time and the responsibility involved 
in the job are all matters and aspects that must be carefull) 
reckoned in wage determination. The comparative demand in 
the labour market, generally, or in a given locality or region, 
or particular industry, has also to be taken into account. On 
the other hand, the human need factor too has to be kept in 
mind. It is especially necessary to do so in respect of low or 
depressed groups of occupations. Customary or traditional 
wages payment are of help in so far as they prevent the fall 
of the wage-rate, below a given level. On the other hand, 
they produce rigidity, and make it difficult for the elevation 
of the wage rate in these occupations. Fixilyimparts security 
but impairs elasticity, in the wage-rate. Just award to labour 
is essential for efficient production. This requisite condition 
must be satisfied. As long as the wage-rate fails to achieve 
this condition the promotion of production will be retarded. 
This cannot be achieved without the collaboration of organized 
labour. It is for this reason that the support of the workers’ 
organizations tan be especially enlisted for the fixation of 
the wage-rate. 

Conditions other than wage dilemination. Apart from the 
wages problem, there arc other aspects of employment that 
are no less vital. These require careful adjustment. For ins¬ 
tance, matter of hours of work, conditions of work, provision 
of health and safety measures are ofsupreme con cern to labour. 
Welfare amenities and other requisites conditions are also of 
importance. These must be provided so as to meet modern 
requirements. Many of these arrangements will depend 
upon the nature and character of industries concerned. 
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Technical complications and difficulties of that nature 
will have to be duly studied, Financial costs mil have 
to be calculated and arranged to be met. Gmain basic 
contrivances of safety, health and toilet conveniences for 
workers would! have to be constructed! into the design and 
layout of the various industrial establishments, mines, trans¬ 
port industries and the like. It is to meet and satisfy such 
requirements that special sections have been incorporated 
into the British Factories Act of 1937 and our own Factories 
Act of 1948. Indeed, the universal tendency is that due 
attention be paid to these requisites even in small scales and 
cottage industries as well. Much exploitation of labour pre¬ 
vails in such establishments. Sub-standard conditions are 
almost universal in these types of industries. In fact, if the 
truth be mentioned, small scales industries, and cottage in¬ 
dustries in particular, are not institutions of such perfection 
as some schools of thought would have us believe. Ou the 
contrary, some of the worst examples of unsatisfactory con¬ 
ditions of work are met with in this sector of induslry. Jn the 
arrangement of all these matter s it is desirable that labour itself 
be consulted. While workers may not be qualified to tender 
advice upon all matters, they would in all eases be able 
to reflect labour reaction. Il would be a powerful means 
of securing workers' understanding. It would lead to their 
active co-opci ation in the helpful conduct of industry. 
Hence the importance of Works Committees. The older 
order of Managerial dictatorship is fast passing away. Intel¬ 
ligent collaboration is the new way. It will lone up the will 
to produce and enforce the sense of discipline if workers’ 
collaboration is sought and gained. 

> Extra Mural Maittr\. In extra mural matters like housing, 
civic amenities and other services, for example educational, 
health, cultural and recreational, it would be more appropriate 
if workers participated in these as citizens rather than as work- 
ken. Bights of citizenship should be accorded to them with 
no less freedom than they are to other members of the commu¬ 
nity. In so far as workers constitute a group problem, in rela¬ 
tion to general civic matters, they could form a special cons¬ 
tituency. But it is necessary for the development of the civic 
sense of the people as a whole, as also for die winkers them¬ 
selves, that their segregation should be avoided. These extra 



254' ■ 


FUNDAMENTALS OF ECONOMICS 


mural services are the right of the citizen, irrespective of his 
functional position in society. Workers, however, should 
for such purposes be accorded representation upon different 
civic institutions and organisations as for example, educational, 
medical and other bodies. Effective labour representation 
should yield satisfactory results. Trade Unions could help 
much in these directions. They require reorientation in the 
assistance that they can render to society in these matters. 
The notion that Labour is there to take and not to give is out¬ 
moded. The social structure is rapidly undergoing trans¬ 
formation. Much valuable contribution is expected of La¬ 
bour in civic matters. Trade union questions directly apper¬ 
taining to industry as such, should be confined and discussed 
exclusively from the technical point of view. Other issues 
should be kept out of these trade problems. Though life 
is one indeed, yet functions are dissimilar. It is therefore 
but rational that specialized associations should be instituted 
for these respective purposes. 

Trade Union Finances. One aspect of trade union affairs 
is of great importance. This is the matter of trade union 
finances. It is held by some competent authorities that trade 
unions that are financially weak cannot be functionally strong. 
Broadly speaking this observation is correct. But it docs not 
mean that unions of thr low-income categories of workers 
cannot be serviceable. It is not universally necessary that 
trade unions should be rich to render help to their cause. 
French trade unions are example in point. Financially 
they are not so well off as workers’ organizations in 
other countries. Yet they are effective in protecting the rights 
of the working class. As trade unions aiming to provide se¬ 
curity of standard of living French unions may not have much 
of importance to their credit. But as fighting units they have 
record second to none. Unity, discipline and leadership 
are elements that count more than merely financial strenght 
in these organisations. It must also be borne in mind 
that modern governments are socialised in their services 
if not in their intentions. Governments are endeavou¬ 
ring to meet several of the needs that trade unions 
attempted to supply in olden days. Many types of social 
assistance or social insurance schemes have come into exis¬ 
tence. They confer much security upon the workers and 
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their families 1 * 3 . Resources by trade unions arc therefore 
not needed to the same extent as in the past. Sickness, un¬ 
employment, old age, funeral, widow and orphan benefits 
are not now so necessary as they were in the days before so¬ 
cial security schemes were adopted by Government as a part 
of their basic civic responsibility. State social security ser¬ 
vices provide these in one shape or another. Financially 
weak unions may not thereby prove ineffective functionally. 
The main purpose for which the trade unions would require 
funds would be to meet organizational, legal and other ad¬ 
ministrative expenses. The heaviest item of expenditure 
would be to meet strike benefit pay. Strike funds would have 
to be built up. Such payment would constitute the largest 
drain upon trade union resources. The building up of the 
financial resources of the unions is, therefore, important, 
To this end adequate levy or subscription is imposed. The 
regularity of payment of subscriptions is even more important 
than the actual rate. Overdue subsripdons are the potent 
cause of the financial weakness of many unions. Regular and 
systematic payment would add much to the financial strength 
of even low-rated trade union organizations. Nevertheless, 
prolonged strikes have been fought in labour history not merely 
on the basis of financial capacity but on the strength and merit 
of the principles involved. In our own country return to the 
village is possible in times of industrial^ warfare*. The 
inordinate duration of certain strikes beyond the means of 
the unions have been possible because of this line of escape 
available. Labour leaders have not been reluctant to use 
this means as their tactics in industrial warfare. Still finan¬ 
cial strength, and careful and honest employment of funds 
are matters of supreme importance. Sound account-keeping 
and auditing must be provided. Arrangement for systematic 
check-up must be competently organised. Registered Trade 
Unions in our country can secure the benefit of highly 
trained Government audit service free of charge 1 . Ins¬ 
pection and sifting of expenditure and scrutiny of investments 
are highly desirable. Misappropriation and embezzlement 
of trade union funds must be prevented. Such occurrences 


i The Pillars of Sociol Security' by Sir WilliamBeceridge 1943 

a Report of the Royal Commission on Labour in India, 1931 

3 India Trade Union Act 1926 and 1947 
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sap the confidence of the public in general and the workers 
in particular. Achievement of financial integrity is an objec¬ 
tive that must be maintained. It adds to the stature and 
power of the unions. 

' Works Committee, To reconcile Management-Labour 
conflict the most important step that has been taken has been 
the creation of Works Committees. Representatives of Labour 
and Management constitute .these Committees in equal 
numbers. Matters of dispute and other problems are brought 
forward for consideration. A great many problems which 
in tlic earlier days would have resulted in a break-down in 
negotiations and in open conflict are now amicably settled 
and accepted through the agency of the Works Committees. 
This achievement has not of course taken place suddenly. 
A long and bitter struggle has gradually yielded this result. 
The technique of the Committee process itself lias undergone 
change. In the early days, matters were brought for the 
consideration of the Committees when strikes had actuall) 
arisen or were imminent. The new practice is to meet 
regularly whether there is apprehension of a dispute or not. 
Various problems arc examined as matter of loutinc. In 
previous timcs.it was the practice to take up for mutual deli¬ 
beration question of wages mosll). Other subjects connected 
with the conduct of industry were eschewed from joint con¬ 
sideration . The pi esent tendency, however, is to enlarge the 
scope of subjects covered. Progress in this direclion.it must 
be averred, lias not been uniform or universal. It will take 
time to cryslalizc inlo an acceptable tradition. Management 
and Labour have yet to form the habit of mutual toleration 
and understanding. It is habit of mind which can develop 
only, by practice. Matters of technique, processes of pro¬ 
duction, economy of material enhancement of quality, en¬ 
largement of quantity, consideration of problem of finance, 
questions of sales and purchase, commissions and other matters 
will gradually have to be considered in joint-manner. Ex¬ 
perience and creation of mutual confidence will slowly yield 
these results. Much goodwill can thus be engendered. Labour 
cannot be expected, however, to give advice of equal value 
on all matters. 

The tight to strike. Since it cannot be expected that all 



TRADE UNIONS 


*57 

matters and points of view will be accommodated in these 
Committees, legislation has been evolved over die years that has 
brought into being machinery for the promotion of industrial 

{ icace. Conciliation Committees, Arbitration Boards and 
ndustrial Courts have been constituted to this end. These 
have rendered valuable work. Heavy loss both to Labour 
and Management has thus been mitigated. More positive 
than that has been the creation of the tendency towards the 
promotion of industrial peace. Possibilities of bringing about 
greater social harmony betwen the classes and the masses has 
thus been encouraged. But facts have to be faced. The reality 
must be admitted. All manner of industrial dispute and conten¬ 
tions, points of friction and misunderstanding will arise between 
workers aud Management. Many irreconcilable issues will 
emerge. Open conflict will thus become inevitable. 
Matters of prestige, as distinct from point of industrial friction 
will cumc into play on cither side. Settlement will be made 
difficult. Trial of strength will be demanded. This appears 
to be cnr\ itahlc for some lime to come. The decision of a 
strike or a lock-out is essentially an appeal to force. But 
where reasons fail brute force intervenes. Man is a 
rational animal. Bui it is often forgotteu that he has the 
brute in him as well. The bi utc breaks out every now and then. 
Such a contingency has to be met. In a free country the right 
to strike and lock-out must be preserved. Essential freedom 
otherwise would be lost. Except in totalitarian economy such 
freedom would not be granted. In times of national emergencies 
only would it be necessary to curtail such freedom. Indus¬ 
trial disputes in such situations must be subordinated to con¬ 
ditions of national safety. Otherwise the Right to Strike and 
Lock-Out must be enjoyed in normal times. After all means, 
private and public, through the channels of conciliation and 
arbitration ^machinery have been exhausted and failed, right 
to open industrial warfare should not be denied. The conduct 
of such strife must however remain within limits prescribed 
by law. Industrial disputes should not become the occasion 
of civil or class warfare. They should not be the way to 
political insurrection. Industrial disputes should not develop 
into a political conflict endangering the integrity and sovereign¬ 
ty, of the State and affording an opportunity to foreign po¬ 
litical control. Political issues must be fought out in consti¬ 
tutional manner. In respect of public utility and essential 
17 nt 
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services } convention should be formed to keep them intact 
even during periods of industrial struggle. Public safety and 
public health should not be endangered. Loss or destruction 
of plant, and other material equipment must be regarded 
as anti-national action. The safety of the installation and 
parts thereof must be preserved. Safety men and key men 
must be allowed to perform their routine services without 
let or hindrance. Trade Unions should build up such tradi¬ 
tion. In several countries such conduct is observed wiih 
rigid strictness. 

The Ballot Box. One essential procedure must be pre¬ 
served. Strikes and lock-outs are costly propositions. Not 
only workers lose in wages, and in the depletion of their Strike 
Fund, but they also suffer other privations. Employers too 
suffer heavily. Their income ceases. Their costs remain. 
Frequendy in the terms of the settlement of a strike itself, 
employers are called upon to pay wages for the period of the 
strike as well. Besides such loss, it is not impossible that em¬ 
ployers may sustain loss of market both in die home rountry 
and abroad. If strikes are frequent, the certainty of forfeiting 
foreign orders is great. Such curtailment of orders would lead 
to restriction of out-put. This would ultimately recoil upon 
the volume of employment. Its incidence would fall 
upon the workers themselves, to their own disadvantage. It 
has also to be remembered that the inconvenience and indirect 
loss caused to the publicin general would not be small in most 
cases of strikes. If thestrike should take place in apublic utility 
industry like the railways, or a key industry like coalmining, the 
inconvenience and loss caused to the public would be consider¬ 
able. The State too would stand loloscthrough fell in income- 
tax and other sources of revenue. The harm done to the 
tone and temper of the community would not be easily 
calculable. 

It is, therefore, of paramount importance that Strikes and 
Lock-outs should be the last possible recourse to settle disputes. 
In such an event, one essential requisite must be safe-guarded, 
at all costs namely the secrecy of the Ballot Box. In the determina¬ 
tion of the choice of the mass of the workers, for or against 
the strike, the channel ofthe Ballot Box alone must be utilized. 
Hie much vaunted device of pure democracy, of decisions 
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taken by show of hands in open forum, is neither feasible nor 
desirable in these days of mass participation by peoples. 
The “show of hand” process is not such an independent pro* 
ccdure as some political scientists would have us hold. 
Personal dominance, sectional pressure, power'politics, and 
like forces enter violently into the rough-and-tumble of these* 
struggles. The average worker, therefore, requires guarantee 
of security in the exercise of his \o(ing powers, ll is 
vital for free decision that the Ballot Box should be 
employed. The points of dispute must be clearly indicated 
and widely circulated. Reasonable time must be accorded 
for the study and examination of the merits of the issues in¬ 
volved. Trade unions, Labour movements, and democracies 
that impair the inviolability ofthe Ballot Box, would assurely 
come to grief as darkness follows the setting sun. It is in this 
manner alonrthatthc will ofthe rankand file will be expressed. 
This is the safest road that trade unionists can follow. 
To strengthen and to secure the loyalty of the members 
there is no other way freer from corruption and intimidation. 

International Contacts. Due to the growing integration 
of the economic affairs of the nations, international contacts 
arc important. Much constructive work and ameliorative 
action can be taken and supported through international 
labour collaboration. Such international co-operation 
would ultimately benefit the working classes of each 
respective country. More of such co-ordination is required. 
The International Labour Office, its Secretariat and 
Conferences, as well as other international trade union 
organizations, have already accomplished much in this 
direction. It is vital that the attitude of Labour re¬ 
mains international. If the conflicts of the world are at 
all to be resolved reasonably and peacefully in the future, 
Labour must take a big share in it. But all such collaboration 
must maintain loyalty to the nation. This is no easy 
condition to fulfil. National policies may often be at 
variance with codes of international justice. Political issues 
arising out of such deliberations must be referred to competent 
national authorities or world organizations for further 
examination and decision. 



CHAPTER XXVI 

MINIMUM WAGE 

Problem oj Wage Determination . The problem of wage 
determination is of prime importance in any economy. 
In primitive communities, as indeed in modern communism, 
men were given their portion of the communal income accor¬ 
ding to certain basic principles. The portion given was 
either according to the work performed, or determined by the 
status occupied by the recipient in the social hierarchy. 
Thus the Human Need factor on the one hand, and the value 
of service rendered on the other, were the main principles 
on which systems of remuneration have been based from 
times immemorial. Tradition and custom have had much 
to do with the manner and the methods of the payment of 
wages. Customary payment imparls security. If the pay¬ 
ment is in kind, which was predominently the case in all rural 
areas, it conferred stability of the standard of living. A good 
part of the wages were calculated and paid in terms of grain 
and other essentials of life. Fluctuations in the price structure 
or other disturbances in the matter of supply and demand did 
not affect these customary standards of wages payment. Thus 
substantial stability was secured in these traditional mrthnds 
of remuneration*. But it also hindered development. In any 
cost-pricc relationship,no alteration in rales of remuneration 
were possible. Inccn'ivc was absent. In such an economy 
each group remains fixed to the sector to which it belonged. 
Economic life remained static. To safeguard standard of 
living, and simultaneously to provide for betterment, both 
“stability and flexibility is required in systems of remuneration. 
The problem is of extreme difficulty. In some regards it is 
the central question of eronomic disputation. 

Ruthless competition. With the advent of the Industrial 
Revolution and the breakdown of tradition, men, women 
and even children were left free, without let or hinderance, 
to seek their own economic level. In a capitalistic, compe- 


*‘Rural Wages in the United Provinces’ by S. C. Chaturvedi 1947. 
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titive economy they had to discover their own nitche. The 
force of tradition gave them no protection. Due to a variety 
ofreasons, engendered by Agrarian and the Indus trial Revolu¬ 
tion, as in Great Britain supply of labour was so excessive that 
the average wage rate was barely sufficient to keep 
body and soul together. Indeed, to worsen conditions, 
women and children came into direct competition with adult 
male workers. Displaced from their traditional occupations, 
skilled craftsmen and adult artisans were rendered useless 
duetotheintroductionofnewproccsses, machinery and imple¬ 
ments ofproduction 1 . Women and children indeed proved more 
suitable to the manipulation of the newly installed machinery 
than men. Such dislocation caused vast unemployment. 
Exploitation was rife, and misery wide-spread. Workers 
laboured for a pittance. Hours of work even for children 
were seldom less than twelve to sixteen a day. The same 
tendency in the dislodgement of old time rraftsmen in their 
respective occupations has been experienced in colonial and 
backward parts of the world. Dominated economically, if 
not also politically, the powerful industrialized metropolitan 
countries of the world flooded the colonial^ markets with their 
manufactured goods and suppressed the indigenous artisans 
in their ways of livelihood. The internal economics of these 
countries were disrupted completely. Indeed in these 
countries, unlike the countries of the West, no new 
industries or trades or professions arose to replace the 
old. The entire population was thus thrown back upon 
land for their maintenance 1 . Disastrous consequences 
ensued. The terms and conditions of employment of 
the working classes deteriorated gravely. No lower 
limits were known or prescribed 8 . Malthusian principles 
of population asserted themselves. Mortality rates both 
amongst infants and adults rose high. Wastage of life was 
immense! _ It was only when labour secured the right 
of collective bargaining, and developed well organized 
and well disciplined trade unions that the terms of employ¬ 
ment and wages rate showed signs of betterment. 

‘‘The Growth of English Industry and Commerce, 1 by W. Cunningham. 

"Poverty and Unbritish Rule in India’ Dadabhai Naoroji. 

■The English Statute of Labourers, 1549 and Statutes of Apprentices 
1562, were abrogated. 
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State Intervention. With passage of times public sentiment 
and the ideals of social justice began to assert themselves. 
It began to be realized that due to the particular structure 
of the organization of industry and its financial intege- 
ration, the working classes could not achieve much for them¬ 
selves. It was realized that this applied with special truth 
to the under-paid and the under-pnvileged classes. It was 
thought that in spite of trade unions, the Stale, as representing 
the community, should intervene, so that social justice for the 
workers could be secured. The State was to sec that workers, 
and particularly those in unorganized trades were assisted 
in the matter of bargaining about their terms of wages 
and conditions of the employment. It was thus that the 
matter of minimum wages arose. The objective is to give 
a rate of wage that would enable the worker to secure 
an income more or less sufficient to keep himself and family 
in way of life customary to the working classes. The process 
began in slow manner with a few selected trades. This pro¬ 
cedure was gradually adopted in certain countries of the world. 

The “Iron Law” ol wages. The essential fact to remember 
is that in the competitive system the worker is assumed to 
secure a wage rate up to the value of the work that he performs. 
He can receive this reward either in terms of goods or money. 
This wage rate itself is determined by the forces of supply 
and demand operating, with intelligence and with freedom, 
within a given set of conditions, limited by space and time. 
All the forces on the side of demand and those on the side of 
supply, are assumed to have had necessary play in finally 
stabilizing at a given wage rale. This is said to be point of per¬ 
manent stable equilibrium. Any deviations from it, cither 
above or below, would be corrected by forces acting freely 
on the side of supply and demand. This is the point of 
marginal worthwhilencss for the employer to engage u given 
number and quality of workers at that rate. In other words, 
it is the marginal productivity of labour that determines the 
rate of remuneration. Theoretically, this analysis is rational 
and a satisfactory explanation of wages determination. But in 
the real world there are several obstacles that prevent the 
actual consummation of these tendencies. Lack of knowledge, 
lack of mobility, either vertical or horizontal, lack of fina n cia l 
resources, lack of ability to negotiate with skill, may cause 
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labour to be exploited. Muchofthe wages rate prevalent would 
be so classified. It implies that wages given to labour are below 
the marginal productivity rate. Employers secure by their 
superior bargaming strength, undue advantages over labour, 
and thus obtain an undue share of the surplus over costs. 
This is exploitation. Both theoretically and realistically, 
such determination of the wage rate is unwarranted and un¬ 
just. But, normally, we have to assume that the marginal 
rate is fixed correctly and awarded honestly. That in fact 
the worker is obtaining in terms of his' wages return that mea¬ 
sures the worth of his contribution to out-put organized upon 
a given scale. That any interference with it would disturb 
the arrangement of other factors of production and thus 
throw the economic process out of gear. Such laissez-Jaire 
policy was argued with much logic and power. _ It was 
generally accepted as sound. Several wage theories were 
propounded and developed on this fundamental assumption. 1 
The general trend of the argument was that the wage rate, of 
any given category of labour, could not be altered, except 
at the risk of upsetting the whole process of production and 
distribution. It was held that such interference would, ul¬ 
timately, in the long period, fall on labour itself. Workers 
who would fall below the marginal productivity rale would 
be discharged. It was no concern of the employers if the wage 
rate was below subsistence level. They could only regret 
it, but could not redress it. Dismissal was the only way open 
to them to follow. It was assumed that the employers 
themselves were in the grip of competition as the workers 
themselves- Those that supplied a service of a commodity 
above marginal cost in the market would be eliminated by 
force of competition as the inefficient workers themselves. 
Thu was the Iron Law of wages. It declared that workers 
could only obtain that return which was contributed at 
the margin of permanent equilibrium. It was of little 
concern whether this rate provided sufficient means for the 
livelihood of the individual person or his family to subsist 
upon. 

f'The Theory of wages’. J. R. Hicks. 

It was assumed that the employers themselves were in the grip of com¬ 
petition as the Workers themselves. Thoes that supplied a service or a 
commodity above marginal cost in the market would be eliminated by 
force of competition as the inefficient workers themselves. 
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Cessation oj Exploitation. The growing appreciation of 
the ends of economic endeavour, and the concern for the 
welfare of the masses gained precision in public sentiment 
and demanded redress. Public policy began to be shaped 
more pronouncedly to this end. It was with this purpose 
that State intervention began to extend itself into the eco¬ 
nomic sphere. In most countries surh interference has 
come in slow and piece-meal manner. The immediate ob¬ 
jective was to satisfy the basic needs of certain sections of the 
working class. In most cases it commenced with assisting 
the lower paid categories of workers. Action in thrsc ins¬ 
tances must be regarded as prevention of exploitation. If 
the wage rate fixed was such as to prevent exploitation, it 
would cause no adverse consequence. Indeed, it would meet 
the ends of justice. It would give to the exploited their 
correct and rightful reward. Over a large aiea of labour employ¬ 
ment whether in urban or rural areas, it requires to be leile- 
rated that the wage given, either in cash or kind, is of this 
exploited character. Frequently custom, caste and colour 
prejudice to strengthen such pioccss of exploitation. Over 
large areas of the world, as also in many regions in our own 
country, differentials in wages paid for identical work persists 
in this unfair manner. State interference in such instances is 
wholly justified. No injury would be inflicted upon the national 
dividend by such State intervention. Any improvement in the 
terms of employment of such categories of workers would be 
beneficial. It would add directly to their strength and energy, 
and at the same time promote efficiency, and thus prove bene¬ 
ficial to the community at large. At the lower income levels of 
social statification, any increase in wages is usually applied in the 
consumption of more and better quality food. This promotes 
health and vigour especially of the young and the adolescent. 
Better education and training also follow. So the correction of 
exploited wages is justifiable action in every respeet. 

Raising oj the Wage Level. The situation however, where 
the marginal wage is also the actual wage, and not an ex¬ 
ploited rate, and is below the subsistence level, the process 
of enhancement would be a difficult matter. The raising 
of such a wage rate would not be free from reactions unfavour¬ 
able to the maintenance of the process of production. Such 
a position may come about by changes in the technique of 
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production or due to foreign competition, or to a change 
in market demand or to an over supply of labour of that parti- 
cular quality or any other cause. The marginal wage rate may 
drop due to these causes. Or it may have been at that point 
from the commencement. It may be, theoretically and actu¬ 
ally, at the point of permanent stable equilibrium. Interference 
with it would dislocate the trend of the wage rate as a whole. 
In so far as improvement in the wage rate would add to the effi¬ 
ciency of the worker, it would justify its enhancement from the 
old. It would automatically imply that workers below the re¬ 
quired level of efficiency would be discharged. They would add 
to the army of the unemployed. In certain countries, there¬ 
fore, this problem of the fixation of the miniidum wage rate 
is met with some flexibility. Wages are raised not to the 
limit that would give an adequate living wage, but would 
accord such a wage as would, within reason, be borne by the 
particular industry iu question. '‘What the trade will bear” 
principle is followed in such wages regulation. It must be 
indicated that some measure of such adjustment, within 
limits, is not impossible. The “squeezability” of other (actors 
is not an impracticable proposition. In text book analysis 
such margins of course are not possible. But in the actual 
market certain amount of play in the wage rale, specially of 
the low income categories, is possible, provided the aggre¬ 
gate wage bill remains within a certain percentage of the 
total cost of production. If the trade, however, is a dying 
one supply 01 labour to and from it, would have to be deflec¬ 
ted into other and more profitable avenues of employment. 
Hie entry of the young and the adolescent, and tne exit of 
the adults, would have to be planned and organized through 
the Labour Exchanges, in order to meet the depressed situa¬ 
tion in these occupations. This is an important ,and res¬ 
ponsible work that Labour Exchanges must discharge con¬ 
tinuously, in the dynamic character of the economic situation 
of modern communities. This would in all probability be 
a long time process. Nevertheless, depression and transi¬ 
tion in industry must be anticipated and wisely planned 
against. If the decline in any given industry is caused 
by foreign competition, control of the situation will depend 
on a variety of circumstances. If wage depression in the 
home industry is occasioned by the superior efficiency of 
the foreign producer, other things being equal, it would not 
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be reasonable to exclude such goods fromthe national market 
in order to botlser up the indigenous industry. Premium 
must not thus be granted to inefficient conduct of industry. 
If the industry in question happens to be an essential one, 
or one which employs large number of workers, it would be 
expedient either to grant the industry protection, after due 
enquiry, or to subsidize it to enable it to pay the adequate 
wage determined by the State. But in other cases, such process 
of public assistance cannot be continued for an indefinite 
period. Management will have to discover means to raise 
the level of efficiency or gradually go out of business. In 
regard to backward or underdeveloped nations, this argument 
would have to be applied with considerable caution. Sufficient 
time will have to be granted to allow them to come up to the 
level of the more advanced industrial nations of the world. 
Special trade treaties would have to be formulated to give 
these countries adequatcprotection. The International Trade 
Charter, bringing into existence the International Trade 
Organization, has regarded such provision as fundamental in the 
world economy of today. The wage level therefore in such 
countries can be enhanced gradually. With the promotion of 
industrial skill and technological improvement, the backward 
nations in due course, would come up to the international 
level determined Rcgionwise, by competent international 
authority. Other countries, would, however, have to be pro¬ 
tected against imports from the low-wage areas, should the 
eventuality arise. 

Minimum Real Wages. Apart from industries of various 
degrees of efficiency, in Ihe establishment of the minimum 
wage, local and regional circumstances would have to be taken 
into consideration. A minimum wage however is fixed 
mainly for the purpose of the establishment of a given standard 
of living in the community. The basic wage would have to be 
determined in terms of real commodities. To this end family 
budget enquiries would have to be conducted. The actual 
condition of working class standards would have to be in¬ 
vestigated. After due consideration of group or regional 
habits, and other relevant circumstances, norms for the 
woking class living would have to be determined. Nutritional 
standards, and oilier essential needs, would have to be formula¬ 
ted. The national pattern of living in terms ofreal wages would 
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have to be worked out and fixed. Rural andurban differences 
would have to be considered and duly adjusted. The prin¬ 
ciple of Human Need standard would have to be met. The 
diff erences between various economic regions and urban 
centres amongst themselves would have to be allowed for 
in such calculations. Differentials, provincial and functional 
would require to be analysed. These would have to be 
incorporated in the formulation of the basic national mini¬ 
mum. 11 is possible lha t the fixation of the national minimum 
ma y not be attainable at once. But a programme would 
have to be evolved to fulfil the main objective by stages. 
Indeed, it will have to be borne in mind that the basic mi¬ 
nimum in itself will have to be examined at periodical inter¬ 
vals, to make the allowances for change in peoples’ habits and 
ways of living. A progressive point of view would have 
to be maintained. While consumption habits are known 
to be customary, traditional and unchangeable, they are not 
impervious to new influences. Working class pattern of con¬ 
sumption are known Lo change. Close observation has con¬ 
firmed the view that transformation in food habits and 
other items of consumption of the working classes is under¬ 
going rapid alteration. Due to various influences, edu¬ 
cational, social and the like, such a change is manifest. There¬ 
fore, a revision of the determination of the basic wage would 
be required at stated intervals of years. It has to be reitera¬ 
ted that a national minimum wage is contemplated not_ so 
much in terms of money, as in terms of real wages, (according 
to some agreed norm. Regional and local differences' would 
have to be accommodated into this calculation. 1 

Cost oj Living Index Number. In order to subserve this end, 
it would be requisite that a well constructed cost of living 
index number service were maintained. It must be of such 
scientific merit as would command the confidence of all ‘the 
parties concerned. Workers, employers and the general 
public must have implicit faith in the competency and in¬ 
tegrity of such a service. It must be technically accurate 
and impartially serviced. Adjustments to the fluctuations 
in the cost of living must be predetermined by a mutually 
agreed sliding scale arrangement. This should operate 

l Firit PUjport of the U. p 7 Labour Enquiry "Committee, 1946-48, 
Vol. I Pait I. 
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automatically between given points. If fluctuations are 
more violent than the normal, and rise and fall beyond an 
upper or a lower point, new adjustment would have to be 
agreed upon. For this purpose Dear Food Allowance would 
have to *be formulated to meet ihc demands of the situation. 
For different regions, localities and cities separate cost of 
living index numbers series would have to be constructed and 
maintained. A common base period, if feasible, should be 
adopted. Weightage should be accorded to the items com¬ 
puted in the various services that are to be maintained for 
the publication of the cost of living index numbers. 

Machinery jor Adjustment. It will be necessary that repre¬ 
sentative machinery be instituted to make negotiations possi¬ 
ble between Management and Labour. Such collabora¬ 
tion should be on a systematic and routine principle. Where 
workers’ organizations do not exist, it would be desirable to 
bring them into being, if necessary, with the assistance of the 
State. Security of a living wage and peaceful method of 
obtaining it demand that autonomous w takers, organisations 
should exist to make such negotiations possible. Feat e in 
industry, especially those that are subject to seveie compe¬ 
tition, require that the process of production be interrupted 
as infrequently as possible. Strikes and lock-outs should be 
eschewed. Ad hoc bodies created to meet situations of in¬ 
dustrial strife though useful, cannot take the place of per¬ 
manent institutions for the purpose. Management and work¬ 
ers should have machinery, at hand, to meet the situation 
betimes. Wage problems are, and will remain, the major 
cause of industrial disputes for some time to come. In back¬ 
ward or a partially advanced industrial countries such dis¬ 
putes about wages will continue to play even a greater part 
in the disturbance of industrial peace than in more in¬ 
dustrially advanced countries of the world. It is therefore, 
indispensable that adequate machinery should be installed, 
for the examination and settlement of the problem. Mini¬ 
mum wages fixation would not only help to reduce a good 
portion of this prime cause of industrial friction, but will help 
to bring the representatives of labour into active participation 
with Management in the solving of these difficulties. There 
would thus grow up an appreciation and an understanding 
of the difficulties of either side. It would help to produce 
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a habit and attitude of mind for constructive collaboration. 
This would be positive gain. It would be of much assistancein 
the conduct ot industry. The possibilities of such mutual 
consultation can lead to cumulative benefit. It can makr 
possible enhancement in production, and the quality of ser¬ 
vice rendered in the various industrial establishments of 
the nation. It docs not imply that strikes and lock-outs would 
be eliminated. It does, however, suggest that a constructive 
rather than a destructive attitude would have developed, 
which would be resolved upon the solution of the wages 
questions. Such a reorientation in mutual regard between 
Management and Labour cannot but be of advantage to 
economic and national welfare as a whole. 

Minimum the Maximum. It is not necessary to indicate 
that it impossible that the minimum may become the maxi¬ 
mum. This is not beyond the range of possibilities in so 
far as weakly organized industries are concerned. Industries 
mainly operated by women, the adolescent or the unskilled 
are open to such a possibility. But with the strengthening 
of the trade union 01 ganization, it is expected that such even¬ 
tualities will increasingly diminish. Minimum wage deter¬ 
mines only the basic rate for an average output of work in 
amount and quality, within a given period of time. Workers 
of greater than average capacity would naturally seek and 
secure higher pa) merit than the minimum. Employers work¬ 
ing with costly machinery, expensive raw material and serving 
markets of high purchasing power, could not afford to employ 
labour of different quality. The docltinc of "economy of 
high wages” is a well understood, and well established practice. 
Progressive and good class employers aclin such manner in almost 
all countries. They, thus, set a standard for the less fortunate 
or less progressive minded members of their fatemity to follow. 
Worker’s organizations should, on the other hand, require 
that for return of fair wages their members gave fair standard 
of work. The obligation is mutual. Apart from political 
tactics, and other ideological preoccupations, trade unions 
must insist on high standard of performance by their mem¬ 
bers. The strongest trade unions in the world are also those 
that demand most rigorous standards of work both in output 
and in quality from their members. It is after all dear to 
everybody that it is only through the proceeds of industry 
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that payment can be made in ihe last analysis. The portion 
of the enhanced income that will go to each factor in pro¬ 
duction, will depend ultimately, upon the efficiency of pro¬ 
ductivity contributed by each at the point of the margin de¬ 
termined by the process of permanent stability. It is held 
that if workers were satisfied that they have received a square 
deal in the matter of emoluments and other conditions, 
the lendency to turn out what is due to the employers will not 
be weakened. Indeed, if anything, it will be strengthened. 
This psychology amongst the workers must be strengthened 
in every possible way. 

Sub-Standard Woikei r. Due to lack of inherent capacity, 
or inadequate nulrition or indillcrcnt training some persons 
are incapable ofteailiing the normal standard of work rrquirrd. 
For this inaptitude, inhoi ent or otherwise acquired, these men 
and women should nol he eliminated fiom industrial employ¬ 
ment. Suitable work should be found for such persons. 
Instead of being a complete liability on the family or upon 
the community in genet al, they should be encouraged lomain- 
lain themselves by their own tuitions as far as possible. 
Wages for such persons will naturally fall below the minimum 
wage rate They would thereiorc ha\c to depend upon 
certain forms of social security schemes or social assistance 
arrangements. These would hase to be subsidized cither 
by the State exclusively or partially by employers. The 
Works Committees would have to be authorized to examine, 
and to determine the work and tatc at which such sub¬ 
standard persons could be employed. It would also be ne¬ 
cessary that the proportion of suchwoikcrstotlie total workers 
employed in any given industry, and unit thereof, is re¬ 
gulated by common consent. Sub-standard workers should 
not for that re?son form the major force of employees in 
any concern or industry. 



CHAPTER XXVH 

SOCIAL SECURITY 


Insecurity Universal. The problem of relief and assistance 
to involuntary victims of certain exegencies of life is now 
commanding international attention, The International 
Labour Organization has done much to awaken interetst in 
this profound social problem 1 . It has organised informaton, 
formulated schemes and given direction to legislation to 
inaugurate appropriate measures against these vississitucs 
of life. Due to changes in the technique of production par 
excellence, involving the entire globe, the duration, magnitude 
and intensity of these economic maladjustments have become 
the major social problem of all countries. In spite of autar¬ 
chical and narrowly nationalistic tendencies manifested be¬ 
tween the inter-war period, the world has been brought into 
a single world area for the main staple products of agriculture 
and industry, due specifically to financial and transportation 
developments. Disturbances occurring in one remote corner 
of the world affect the rhythm of the economic process in 
the others, The magnitude of the dislocation occasioned 
would depend upon the character of the economic integration 
existing between the given regions. Apart from these univer¬ 
sal and large scale deviations from the normal, specific regional 
or local oscillations also occur, causing serious and wide spread 
distress. In consequence, the maintenance of the standards 
of living, particularly the nature and training of the young 
and the adolescent, is seriously jeopardised. As for indivi¬ 
dual distress, especially of the aged, the disabled, the derelict 
and the unemployable it cannot be easily measured in terms 
of money alone. Involuntary unemployment is the vital 
defect, deep-set, within the social structure of modem world 
society. It is the endeavour of the economists and the 
statesmen to abolish this fear of Want in Icvery region and 
from every home throughout the world. Banishment of 
insecurity of life is the purpose of all sane-minded administ¬ 
rations. Social Security has become the key-note of much 
current thinking regarding social reconstruction throughout the 

‘See, Report International Labour Conference 1944. 
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world. The development of backward economies and the 
equitable distribution of the resources of the world are to be 
so organized that, as far as possible, all manner of disturbances 
causing involuntary unemployment and deterioration of 
standards of living of the peoples is protected 1 . Indeed, the 
positive purpose of social security is to stabilise, if not to 
promote, human standards of life, specially in the ranks of 
the low income and the sub-human categories of people. 

Multifarious Global Carnation .—Several of these exegencics 
of life have been with mankind from the beginning of lime. 
Sickness, child-birth, accidents, invalidity, old age and death 
have been with man from his very existence. Against these 
there was familial and tribal provision. The social unit was 
the matriarchal or patriarchal family. The modern type 
of natural family, of immediate parents and children, was 
hardly recognized as a social enlily a . None-thc-lcss, for all 
these exegencies, rough and ready provision was available. 
In fact in some tribes, the cure for the burden of the aged was 
ceremonial consumption of the elders. To the series of these 
personal and familial exegencics and other natural calamities 
caused by famine, flood nr pestilence, have now been added 
others that arise from the modern technological ways of 
gaining a livelihood. Industrial injury, occupational diseases, 
and most of all involuntary unemployment, are the modrrn 
exegencies that greatly impair the earning capacity of the 
individual and depress the standard of living of the family. 
Individual responsibility cannot be ascribed to these happenings 
in the vast majority of cases. Individual foresight or care 
can mitigate to some extent the baneful consequences of these 
occurrences. Bui essentially, little difference can be made to 
the happenings of these eronomic tendencies by merely indivi¬ 
dual foresight. The causes of these calamities is far 
beyond the conU ol of the individual or the family. Hence 
care and provision against these visitations must be made by 
society as a whole. The individual can no more fight these 
occurences than he can fight the occurences of a famine 
Technological unemployment induced by the introduction, 

*See 'Charter of international Trade Organisation.’ 1948. 

’The Individual counted as naught in the social values or those 
remote days. 
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say, of a new tool or tlic discovery of a new process or the uti¬ 
lization of a new material would displace old implements, 
old methods and old commodities and in consequence throw 
out of em pl oyment masses of workers, artisans or farmers 
from their former occupations 3 . Such. a change in the 
industrial structure may occur from within., as in England, or 
it may be brought about and imposed from without as in India. 
The Industrial and Agrarian Revolution in England in 
the one case, and foreign competition and political domi¬ 
nation as in India in other, are the lypical instances of 
how national and international dislocations take place. 
Scientific discoveries and inventions also must inevitably 
produce such results. In the transition period grave dislo¬ 
cations will be causrd to the community in general and the 
working classes in particular. Multifarious causes, natural, 
social, economic, technological, and financial, engender these 
upheavals as apart from internal .and international political 
disturbances. Against these cataclysmic happenings isolated 
indhiduals, or family groups or even nations are impotent. 
The pages of the economic history of ihc nations prove this 
to be the case. Metropolitan countries and colonial countries 
alike, experience these large scale occurrences in one manner 
or another, whether their economies are mainly industrial 
or predoniinently agricultural in structure. Indeed, it has 
been established beyond doubt that under present day world 
arrangement, these matters especially the question of unemploy¬ 
ment, afreet not only one, but engulfs several i ountries together. 
Therefore such forces have to be fought collectively by the 
nations of the world. Indeed in many instances, a single 
nation would be almost as helpless in fighting these adverse 
economic forces as a single family oi a single individual 
would be to combat drought. Several organisations and ins¬ 
titutions have been set up to this end. The I. L. O. lias been 
a leading example In Inis particular method of international 
collaboration. The success of these international bodies will 
depend much upon the degree of efficiency of the set up of the 
respective national systems. 

Social Security. The frequency, duration and intensity 
of the visitations are of such magnitude that thr family and 

'The causes of economic dislocation are more frequently than not 
global in thdr origin. 

IB re 
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much jess the individual, can hardly be expected to provide 
financial resources against their occurrence. The economic 
structure of modern society is so evolved that the burden of 
these happenings cannot be sustained either by the individual 
or the family. Institutions like the joint family system, or 
even religious charity, commendable enough in themselves, 
cannot meet the consequences of modem situations. New 
evils require new cures. Old ways must give place to new. 
Hence the inauguration of schemes of social security. These 
schemes have grown up piece meal. They have emerged to 
meet different social stresses arising in various countries over 
the century or so. 

National systems of social security can take several forms. 
It may be given either in the shape of specific public works 
opened out for instance to combat famine. Experience, 
careful analysis, study and research have yielded a body 
of knowledge by the aid of which effective measures can be 
formulated to help the needy. 

Road construction, canal excavation, railway or dock 
extension or dam erection and other public utility projects 
can be launched. Such public expenditure, well timed, and 
of sufficient dimensions, would not only provide gainful occu- 
pation to the unemployed, but would also help the stability 
of a collapsing prire level, and thus sustain economic activity. 
Apart from such public works, the Government may arrange 
for the grant of subsidies, of one type or another to private 
enterprise and thus maintain the rythem of employment. 
Or the state may subsidise wages or give “doles” or provide 
food, shelter or medical aid to the unemployed. Refugee 
problem, though caused mainly by political forces, is a matter 
requiring resettlement of the up-rooted into the economic 
system. The duration of such help should continue till assimi¬ 
lation and rehabilitation have been completed. All such aid 
is known as social assistance. Social assistance is a method 
of relief which is suitable for conditions of unforseen or incal¬ 
culable national or sectional, or even personal, distress. It 
is also adopted where the victims of distress are of such low 
income groups that they cannot contribute towards their 
own aid. The duration and frequency of these exegenctes 
are such as to make difficult the calculation of premiums that 
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could be levied. In all such cases Bocial assistance is to be 
preferred to social insurance. The danger of pauperization 
m indeed inherent in the situation. This must be avoided. 
To build up a people materially at the cost of their moral 
fibre would be poor psychology and a disastrous national 
policy. But there are limits beyond which the principle of 
self-help cannot proceed. Standards of living cannot be 
allowed to fall beyond apoint where the productive efficiency 
and health, particularly of the young, the adolescent and the 
nursing mother are exposed to danger. Where poverty is 
abysmal, ignorance colossal and unemployment universal, 
and wherever the will to work is ephemeral, social assistance 
is the only preventive prorcss that can he applied to indivi¬ 
duals at this level. Such sections of the community must 
be maintained as an inevitable obligation upon the State. 
They arc in the mass, the unfortunate victim-, of social, histoii- 
cal and economic maladjustments. As soon as they are 
rehabilitated and enabled to obtain adequate reward for the 
work they perform, they should he passed on to systems of 
social secuiity erected for the benefit of the population in 
general. The curative aspect of social senuitv measures 
tan then begin to hav e their i liance. 

Social Aiwiatice .—The other mure widespread way of 
help is through schemes of sorial assurance. In such a scheme 
the individual makes a contribution towards the given fund 
or makes an all-in payment for a coordinated system of help 
against varying types of aciidenl to which he and the members 
of his family are exposed. These contributions or prrmiums 
are usually of a tripartite nature, the parties being the benefi¬ 
ciaries, Ihe employers and the Stale. The amount demanded 
is a percentage of the wagrs bill of Ihe employer, a given frac¬ 
tion of the wage of the worker, and abouL a third of the total 
benefit as a contribution from the State. The total amount 
paid into the Fund is worked out on an aclurial basis of the 
specific cost of the exigencies provided against, inclusive 
of administrative cost. In certain countries, as in Russia, 
workers do not make any individual contribution. In other 
countries also like Australia, many social services are now 
being provided without any payment being levied from the 
beneficiaries 1 . In India, on the other hand, the Government 

%, Ti» PFarmaceuticaTBenefits Act, 1946] ' 
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is not contributing by way of money for the social insurance 
schemes that have been set on foot* Government aid will be 
forthcoming no doubt in the supply of medical care at selected 
hospitals, health clinics, maternity and child-welfare centres 
and in adminislialive costs. It is, howevei, held by the 
students of the pinblem that apart from the lowest inromr 
categoiies ol the population, contribution should be levied 
from the bcnciiuancs. The daugu of rollusion. milingcring 
and softening of the will to wuik may othciwise i piead in 
unhealthy manner. The positiv e effect of the maintenance 
of sclf-icgard by the pioccss of payment however fractional, 
is deemed as not inconsequential in th< se malleis Insurance 
premium from 1 lie worker should be levied accoiding to pay. 
Graduated schemes of contribution aie not munmmon 

Institutional caie. Much of >uch help is best gu en institu- 
tionallv Hospitals, dimes, sanitoila, homes and such like 
establishments meet thi ic .pecrivi in eds of men, women and 
children concern'd With sptci ib/ril staff and facilities in¬ 
stitutional help so aiian^c d would bi moic competent and 
economical than piovision m tlu homes ot thr insured 
Child and mat run v Ireatmcni, ran of < he pei sons permanently 
invalid, the total \ disabled, the dccnpil and the amd would 
be best met by piopeily equippe d and ade quad ly staffed and 
efficiently administeied institutions Thcic should be no 
reason which should prevent persons on llie social assistance 
list to bench! from these institutions. Indeed the intention is 
that such specialized mdilutions should meet the need of the 
entire population, insured oi not As in Kurland under the 
Beveridge Plan so in India, it is tlu ultimate aim ol Government 
to meet the national rued in this mannei 

Representative Collaboiaim .In the matter of administra¬ 
tion of these civic sti vices it ha-, been proved that a consoli¬ 
dated, compichensive organization is more effective than 
isolated and unconnected methods of provision. A great 
number of thcc disabilities .ire organically connected one 
with another III health, sickness, unemployment, invalidity 
provision of the widowed and the oiphaned, all urn one into 
another in geneial, though not in specific manner. One 


, Emp l oyees State Insurance AlI, 1948 



SOCIAL SECURITY 


277 

social maladjustment breeds another. So the treatment 
should be co*rclatcd by an all-inclusive organization. The 
individual, indeed the family, should be trialed as a unit 
for sevrral of these occurrences. From the individual to the 
family, has been the process of progress of thrse social security 
services. The bread winner is still the cuitial figure. But 
dependents, particularly the young, count greatly for the 
future. Wliile each specific social service would have its 
own specialized staff, centre and treatment, whether for 
malcmily, old age or industrial diseases, the administration 
controlling the entire organization would have to be one. To 
avoid purely bureaucratic treatment which may become a 
maltei of mere routine, it i\ vital to secure local contact with 
those classes of the community which are mnst affected by 
these untoward happenings. Old philanthropic organi¬ 
zations, trade unions and the like which ha\c looked after 
the members of their own locality or community, should be 
associated with the care of the viriims concerned. They 
have valuable experience at then command. Their pei- 
sonnel are trusted. Thc^ carry influence which the mere 
officials do not often enjoy. They would be in a position 
to handle many of the delicate problem-, that arise, with 
insight and sympathy which are not usually associated with 
beaurocratic administration. It is e.sential to carry the 
human touch for ihc successful li raiment of afflicted men 
and wom'n. The psychic stuff of man and not merely his 
physical body needs repair and replenishment. Ti ade unions 
and other representative organizations should theiefore be 
associated in the adminisliation of all such services. 

Labour Exchanges. In this connection it may be indicated 
that the institution of Labour Exchanges will prove indispen- 
sible. They would form the pivotal unit of the entire organi¬ 
zation foi social security schemes. Unification of the channel 
of employment, through ihc Labour Exchange's, foims an 
integral part of the programme for the provision of social aid. 
In the absence of Labour Exchanges adequate and efficient 
handling of the disbursal of cash or kind benefits to individuals 
and their families will not be possible. Chaos would ensue. 
Wastage would abound. Duplication would ocrur. Inade¬ 
quate guidance would lead to mis-direction of man- power. 
Local, regional and national situations, statistical information, 
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occupational demand and supply position and all forms of 
other data would be collected, examined and scrutinised in the 
Labour Exchanges. Intelligent mobility would be organised 
in matter of placement both vertically and horizontally. 
Experts would be available to give guidance to employers and 
employees alike in the .solution of their respective difficulties. 
Labour Exchange authorities would be in a position to indi¬ 
cate the manner of solution of the various problems arising in 
ihc matter of industrial and social re-adjustments constantly 
required in Ihc body economic. Labour Exchanges would 
also be able to give accurate information in regard to the 
cases that would apply for assistance in one way or another. 
The maintenance of rccoids and history-sheets of all insured 
cases, and other persons seeking employment, through their 
agency would furnish dal a on which to base preventive and 
curative treatment. Labour Exchanges would have to be 
completely neutral in their attitude cither towards employers 
or workers. All kind oipartisanship would have to be eschew¬ 
ed. Efficacy oftheii services would be jeopardised if they 
took sides in Labour-Management disputes. Labour Ex¬ 
changes must seek the advice of representatives both from the 
rank of employers and woikers. If Labour Exchanges arc to 
operate successfully in the Labour market, such functional, 
coordination between employers and workers group would 
be indispensiblc. Other experts like psychiatrists, Economists, 
Educationists, Medical specialists and other public men and 
women will have to be appointed to give Labour Exchanges 
effectiveness and dignity. In this respect the composition 
of the States Insurance Corporation 01 India has been well 
conceived and well designed. 

International Range. Matters involving social security arc 
of all ranges, extending from the local, through the regional, 
to the international field. Financial aid would have to be 
adjusted and balanced as between different administrative 
units to insure fair division of the burden of relief given. The 
Centre, the States and the local authorities would, each in 
their respective spheres, share reasonable portion of the 
financial cost. Administrative responsibilities too would have 
to be duly shared and distributed. Actuarial calculations 
would have to be worked out and periodically revised. Safe 
and worthwhile investments of various monies and funds 
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would have to be considered and organized. Security of 
with yield of income, would have to be simultaneously 
secured. Central or federal contacts would have to be kept 
alive. International collaboration would also have to be 
piaiiitained . For seamen, airmen and other types of person¬ 
nels, who travel from country to country, reciprocity in 
accommodation, payment, treatment and other assistance 
would have to be negotiated and arranged. Comparative 
study, exchange of experience and research of the methods 
of differ ent countries, under varying economic circumstances 
and environment would have to be developed and contacts 
esta blished . These would widen the horizon and broaden 
the approach to the solution of these malters. To safeguard 
the standard of living of vast populations, to maximize the 
period of gainful employment in well selected occupations, 
to make bearable the lives of men, women and children 
who fall involuntary victims to diverse uncontrolablc and 
untoward economic situations, to make happy the concluding 
days of the aged is the work (hat calls for ability, energy 
and integrity of the highest order. It is thus alone that 
social security can be attained and stabilised. 



CHAPTER XXVIII 

TOWN PLANNING ANT) HOUSING 


Central Social Pioblem. It may be said that next to the 
question of wages and conditions of employment, the pro¬ 
blem of Housing is the most \ilal for the working class people. 
Indeed, as matters stand in ihc world generally, and in India 
parliculaily, the problem of Housing constitutes the central 
social problem of our generation. Chronic overcrowding both 
in rural and urban areas is a common experience 1 . For the 
low income categories of the population the situation is des¬ 
perate. It may be said that Governments everywhere, as 
also in the Republic of India, including the Slate Governments, 
are keenly alive to the need. Housing Committees ha\e 
been constituted and the matter is receiving expert consi¬ 
deration. The National Planning Committee in India and 
the International Labour Organization abroad, have devoted 
considerable stud) to this universal pioblem 

Pioblem of Antiquity—.Aristocratic. The question of Hous¬ 
ing or Town Plaiminu is not necessarily a modern problem. 
It is a subject of great antiquity. In our own country, as 
apart from China, Egypt, Babylonia, Greece and Rome, 
the problem has emerged with varying degree of intensity, 
assuming different aspects at different times. The remains 
of ancient towns and sites, c.g. Molienjodaro and the like, 
are evidence ol the constant effort pul forth by mankind to 
house itself with security and adequacy of comfort and ele¬ 
gance. In the past the main concern was to house Kings 
and Nobles, with due dignity and safety. Housing of the 
aristocracy was the chief concern of the ancient town planners. 
The modern problem, on the other hand, is the housing of 
the common citizen, democratic in concept. 

Root oj the Qyetlion. The loot reason for the need of 
group living lies in the nature of man himself. Had man 
been differently constituted, probably the problem of town 


‘See ‘Indian Censu> Report!. 1931, 1931. Also ‘Bombay Rent 
Enquiry Committee Report*, 1936* 
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! banning and housing would never have arisen. But the 
undamcntal fact is that man, by nature, is gregarious. 
He exists, thrives and dcvclopcs in association with his 
fellows. This is a basic fact. The more effectively arrange¬ 
ments for proximity of habitation can be evolved, the more 
successfully can progress be ensured. This gregarious 
instinct is embedded in mankind in order to fulfil multi¬ 
farious functions. In olden days the gregarious propensity 
in man manifested ilself through the channel of the family 
of malriarehal or patriarchal formation. It then enlarged 
itself into the <lau or the Iribr. Subsequently, over the cen¬ 
turies, it spread itself into thai of the concept of the nation. 
Even to this day, such group li\ mg, in narrow, familial, castes 
oi creed sections is dominant. Ethnological, or religious 
affinities rtill persists hi our systems of habitation. These 
deep-rooted instincts must be respected and given due accom¬ 
modation. To override them ruthlessly may engender many 
anti-social reactions. The r may obstruct the realisation of 
the sense of community life as a whole. On the other hand, 
narrower loyalties should noi be permitted to frustrate the 
fulfilment of the larger piomise ol Ihe identification of the 
individual, the family and the communal group with that 
of the nation at large. Balanced harmony of the different 
loyalties must be secured. Town-planning must keep these 
social and group habits in mind. 

Uejirui : thf \upimt mal. The first need that compelled 
men to seek to abide tugethei ingroups, tribes or clans,was for 
the sake nfseiuriiy of life and piop>‘ify. Ravages of nature, 
attacks of wild animals, aud raids of hostile fdlow r -mcn, 
compelled the formation of compact location of human 
habitation. This has happened from the dawn of history 
1 o present time. Atomic weapons and methods of aerial 
warfare may cause dispel siou of population, but they consti¬ 
tute the same old time problem of effective military defence. 
Only the new technique of warfare would require change 
in lay-out, design and structure of modern towns and cities 
With heavier concern ration of population in industrial centres, 
and the drive towards industrialisation of the nation, the 
aspect of security will assume paramount importance in our 
country. Vulnerability of centres of administration, in* 
dustriaJ production and business distribution have to be made 
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impregnable. Without serurity, life can only be lived at 
low level. Insecurity is a hindtamr both to material progress 
and to cultural development. 

Functional Motive oj Utbanisatiott. Apart_ from the fact of 
safety, towns whether of antiquity, or of mediaeval or modern 
times, are functional in their purpose. This probably is more 
true in the present age than it has been in the past. In the 
industrialisation and localisation of towns and cities, func¬ 
tional motivisalion has been the principal object. Trans¬ 
portation has helped in this industrial evolution. The 
highways of mankind have borne him through the ages from 
primitive existence, with ups and downs, to modem times. 
Mixed purpose towns have also abounded. Where tranport 
facilities by water, land or air converge, mixed towns grow 
up. But otherwise, specialised functional factors dominate 
in the rise of modem towns. The type of the modem town 
is determined by factors of utility and the economy that it 
subserves. We have the growth, for instance, of mining towns, 
metallurgical towns, railway and sea port towns, and manu¬ 
facturing towns of different types. Similarly, we have commer¬ 
cial, financial and trading centres to serve the peculiar needs 
of the age. The range of the needs lhat these towns serve may 
extend from theimmediatc neighbourhood through the regional 
and national, into the international sphere. Topography, 
situation, climatic and health factors much influence the 
creation and development of towns. Historical, religious, 
administrative, educational and other amenities too play their 
part. But in modern industrialization location and condi¬ 
tion of economic purpose play the principal role. 

Different Elements jor Specific Fixation oj Towns. For ins¬ 
tance, in a manufacturing town, the matter of cheap power 
supply, thermal or electrical, abundant water supply, 
requisite raw material and labour availability, accessibility 
to commercial, insurance and financial aid, transportation 
and marketing facilities and the like would be important 
elements in the localisation of the respective industries and 
trades of the different types of towns and cities. On the 
other hand, religious cities or university towns and adminis¬ 
trative cities, health resorts and towns for recreation and 
pleasure would have other considerations to determine their 
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fixation, in order to fulfil adequately their respective purpose. 

Tom Planning—Civic Centre and Zoning. The purpose 
of Town Planning is so to map the lay-out of the town, taking 
its topography, climatic factors like rain, wind and tempera¬ 
ture, and future expansion into due consideration*. The 
objective is to secure the maximisation of all advantages in 
movement, construction and cost so as to serve its purpose 
effectively and economically, retaining health and aesthetic 
advantages unimpaired. Landscape, rivers, mountains, 
forests and sea would have to be viewed in detail and 
as a whole, to maintain organic unity of the town and 
to serve its chief purpose. The unique or the multiple-pur- 

E ose town will give the City Designer the key to his planning. 

Ic will locate the Civic Centre, the heart of town planning, 
with due consideration. The Civic Centre, as it were, is the 
soul of the city 1 . For, after all, a city is not a mere collection 
of houses or a series of factories, shops and offices just as 
a cathedral is not a mere collection of stones, bricks or mortar 
that compose it. A tiue city has its own personality. It 
should be the end of the Designer to catch the ethos of the 
people and give it appropriate setting and structural body. 
In ancient and mediaeval towns tins was usually achieved 
with marked success of craftsmanship and dignity. Clitics, 
epitomised the spirit of the nation. Delhi, Peking, London 
Paris or Rome symbolized the spirit of these nations respec¬ 
tively in their own individualistic manner and style. In some 
recent towns and cities such architectural and functional 
expression have been attained. Bui modern towns mostly 
have developed haphazardly. They have grown up in 
chaotic manner, accentuating inconvenience, illhcalth, cost 
and ugliness. Jerry-building and “ribbon-construction” 
have emerged in unchecked confusion. They have annihila¬ 
ted the sense of organic oneness that should be present in 
centres of human habitation. Civic Centres and appro¬ 
priate Zoning arc fundamental to town planning. Appro- 


* 'Modern City Planning', by F. Karster or ‘The Art of Town Plan¬ 
ing’ by H. W. Lancaster. 

I ll is the central part of the town, actually or figuratively, which 
symbolizes the common life of the citizen* in the institutions, edifices, 
maria and parks that the life-throb of the people in history and tradition. 
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priatc facilities for movement of men, animals, material 
and supply services, by the studied lay-out of arterial 
highways, roadways, crossings, lanes and paths, under¬ 
ground and overhead, and other types of transportation 
nave to be secured and provided. Zones for manufacture, 
especially of obnoxious industries, of business and trading 
centres, ware-houses whole-sale and retail markets, educa¬ 
tional and residential areas, ornamental paths and watcrshcets, 
recreation grounds, lawns and parks, religious places, slaugh¬ 
ter houses, refuge dumps, green belts, hospitals, asylums and 
burning ghats will all have to be woven into the texture of a 
well planned town. Particular attention will have to be devo¬ 
ted to liealthand civic sen ires. Purity and abundance of water 
supply, continuity of sewage and drainage flow and regu¬ 
larity of refuse disposal and treatment would have to be 
organised. Guarantee of purity of food and drink supplies, 
especially of milk, ghee, other dairy products, meat, fruit 
and fresh vegetables, by proper cold storage arrangement 
and the like would have to be planned. Treatment of the 
sick and the diseased, the decrepit and the aged, the men¬ 
tally deranged and the criminal would have to be arranged. 
The adequate control of the delinquent, the thief and the 
pick-pockct, of the unemployable of all ages and sexes, 
would have to be iu&litu'innnlisal and .111 ommodaiion 
provided. Police stations, jails, grog shops, gambling dens, 
brothels, pandering to the depraved erasings of mankind, 
would also have to be considered. Tims hosts of problems 
would have to be examined and auominodated, if the eily 
population is to work and live and attain to its intellectual 
and spiritual height. 

The major problem but the major problem would be 
the problem of the housing of the city population. This 
constitutes the crax of the problem of city planning. The 
provision of housing, in the last resort, means the provision 
of homes for the people. In and around the home the race 
is nurlurcd. It is in the home that the child is nourished 
and developed to its fullness as man and citizen of the nation. 
The intimate familial needs, physical, psychical, intellectual 
and artistic must be awakened, trained, satisfied and expressed 
to make men happy, useful and noble. If homes cannot 
be so housed , it would mean the ultimate failure of civili- 
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zation. The task of the town planner is to provide houses 
in adequate manner so as to make the raising of such homes 
materially possible. Houses must be so planned and built 
as to awaken the best in men and meet their deepest needs*. 
They must, above all, be within their income reach. With 
varying habits and tastes, wilh varying aesthetic content, 
above all, with unequal income, the problem to construct 
suitable houses, for all descriptions and levels of population, 
is a problem of the most complex character. The adequate 
solution of these problems is no facile task. If towns and 
cities were homogeneous in their function and in the compo¬ 
sition of their citizens, matter would not be so difficult to 
determine and to administer. But when functionally, and 
much more socially our cities are heterogeneous, the problem 
of city planning and housing becomes difficult ofideal solution. 

The economic angle—demon a tic. It may, however, be 
said that the problem, on the whole, must be viewed from the 
economic angle. Caste, creed and colour should not be 
allowed to dominate. We know that both at home and 
abroad these group loyalties wield great influence. But we 
should not show undue anxiety to placate all such old time 
demarcations. Crystallisation of these traditions leading to 
anti-social divisions of civic harmony of the community 
should be prevented. Old walls of segregation should be 
gradually demolished. Indeed it is noticeable that such a 
process is already at work in our modern towns and cities. 
While the older residential parts of our cities still differen¬ 
tiate between the different communities and castes for 
purposes of residence, the new areas are parts where people 
of all communities are beginning to reside together. The 
common purpose of attaining higher and more convenient 
style of living is liquidating old-time communal and caste 
segregation. The old concept of group living will (Be out 
giving place to a large, social loyalty. Efficiency and econo¬ 
mic capacity to meet rental charges at different wage levels 
should be comprehended in the provision of houses in the 
construction of town and cities. Thus, the income category 
and the functional criterion should be the main guide in 
the supply of houses for our city populations. For this 
purpose careful civic surveys should be conducted as has 

*Thc H-'me (Vul VTlij^-thrCOPELSlai7s7 
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been done in several cities already*. When the lacls have 
been collected and ascertained, plans should be worked 
out. These should be examined from various^ designal, 
hygienic and other essential aspects. The financial aspect, 
however, would have to be the paramount consideration. 
In most industrial cities , as contrasted with educational, 
administrative, recreational or health resort types, it will 
be found that well over two-third of the citizens would be 
constituted of the low income category groups. They would 
include the daily unskilled casual workers , the semi-skilled 
and skilled mechanics and operators and a large bulk 
of the middle class folk. They are the major elements that 
compose our city population. It is these who constitute the 
real problem of housing in our cities. The rich and the 
upper middle class are neither so numerous nor so economi¬ 
cally handicapped as not to be able to house themselves 
satisfactorily, cither within the city or in the suburbs in these 
day's of motor or other mechanical traction. The acute 
inadequacy of housing provision for the low-income catego¬ 
ries of citizens is manifest in most towns and dtics. Such 
indeed is also the case abroad. The first fact to keep in 
mind is the capacity of the people to meet the rental demand. 
The position of the proletariat due to this factor is as deplor¬ 
able as it is dangerous. The modern problem of town 
planning, basically therefore, is the housing of the masses. 
It is democratic in purpose. The entire intention of city 
planning has been revolutionised. Rentals, therefore, must 
be brought within the paying capacity of themasses. Where 
tenants of this class have had to meet economic rent, it has 
seldom meant less than 20% of their monthly income. Indeed 
if the total payments that they arc called upon to make in 
one shape or another were computed, il would represent a 
larger proportion of their income. All manner of illegal 
gratification has had to be furnished by tenants. Overcrowd¬ 
ing has surpassed the point of decency of human living. 
Qjiality of housing supplied has deteriorated. Amenities 
of services like latrines, water supply, drainage and the like 
have fallen short of the low standard at which Ihey already 
stood. Rent for accommodation suitable for this category 
of citizens should not exceed 10 per cent of their average 

*See Madras Housing Committee Report, 1946 
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annual wages. Many would argue for a lower rental limit. 
But, with improvement in wages generally, and equitable 
grant of Dear Food Allowance and bonuses, and Social Secu¬ 
rity measures and free services of various types, this class of 
the citizens should be able to stand this order of rental pay¬ 
ment for house accommodation. It also must be recognised that 
the construction, depreciation and repairs of buildings and 
the maintenance of services have much increased in cost. 
Due allowance must be made for these charges to make 
it worthwhile for persons to invest in house property. In 
any case, low rents should be the objective of administrative 
authorities. Free housing dors not commend itself to most 
students of the problem. Special categories of low-paid 
workers and essential sendee men, or workers in industries 
located in regions remote from human habitation, may be 
given free accommodation, as is done in many parts of the 
country even to-day. Otherwise ficc-housing is an unsound 
policy. Payment of rent would be conducive to self-regard. 
Amongst other things, rents would be adjusted to the type 
of accommodation respectively required by the different 
classes of tenants. To meet the needs of the lowest paid 
categoiics, a graded scale of rent could be levied for the 
different types of houses occupied, provided in no case the rent 
charged exceeded 10 per cent of the average wages earned. 
Total earnings should not be computed for this purpose. 

Agency Jor Pro vu ion oj Housing. In view of the limi¬ 
tation of rentals on the one hand, and increase in the cost 
of construction and maintenance on the other, it is matter for 
consideration as to what agency will supply the need for 
housing. Due to the rise in land ralucs, and the cost of 
building malciial like bricks, stone, cement, timber, iron, 
and structural fittings and labour, it is clear that private 
contractors and building companies and the like will not 
invest in house construction for the low-income class of 
tenants, unless they are permitted to extract full economic 
rent. Under conditions of scarcity of housing accommo¬ 
dation, it would be necessary to continue with rent Control 
Acts. Allotment of housing accommodation by Town Con¬ 
trolling Authority should be continued. It is doubtful 
whether under present cost-price structure, Co-operative 
Housing Societies could meet the need of this class of tenants. It 
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would, therefore, appear, that main problem of housing for this 
section of the community must be met, directly or indirectly, 
through the agency of the Government, Central or Slate, 
operating through local bodies like Municipalities, Cor¬ 
porations or specially constituted Town Improvement 
Trusts. The Government could help substantially by the 
raising of long-dated loans, placed at the command of these 
housing agencies, at low rates of interest. Local patriotism 
could be enlisted and stimulated to subscribe to such loans, 
Targets of construction could be fixed over a span of years, 
giving due wcighlagc to the construction of low-rent houses. 
Besides financial assistance, Government could help not a 
little, by arranging for the adequate and regular supply of 
necessary building and constructional material, not otherwise 
easily obtainable in the market. Already many commendable 
plans and schemes have been set on foot to meet the chronic 
housing shortage of ilio population in general and of the 
working classes in particular*. Employe) s too could be 
induced to meet the need for housing for their employees. 
Many do so partially, already. In remote regions or in 
wasting industries like mining, employers could be required 
to furnish housing facilities foi their workers. But on the 
whole, it would seem best for se\ oral reasons that employers 
should not be pressed to furnish housing accommodation 
for their workers. They could, however, be required to make 
a per capita contribution towards a Building Fund. It 
also has to be considered that on the whole, wovkrrs do not 
relish living in houses provided by their employers. They 
do not wish to live under the Management's eye in and 
off working hours. This psychology of the situation must 
be appreciated. It may go deeper than we comprehend. 
It may easily produce all manner of unwholesome anti¬ 
social reactions. Also during periods of strikes and lock¬ 
outs, the occupation of employers’ houses, which right should 
be secured without condition, create unnecessary compli¬ 
cations and embarrassment. It would appear, therefore, that 
Governments, through the various channels indicated above, 
should be mainly responsible as the principal agency for the 
provision of houses for low-income categories of citizens. 

•See Housing Committee Reports of the Government of India, Bombay 
and United Provinces. 
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Field, however, should be left free for private enterprise to 
fill the gap of the housing shortage. Workers by themselves, 
even if bound together in Co-operative^ Housing Societies, 
cannot be expected to supply their need in this regard except 
to an infinitesimal extent. The main difficulty is that Govern¬ 
ment constructed houses may prove^costly. Great vigilance 
will need to be exercised to achieve economy. If cost 
be heavy, economic rent would naturally be high, inclusive 
of recurring costs of repair. Probably in any event, Govern¬ 
ment Would have to subsidise these housing projects by charg¬ 
ing a rate below the economic rent. But the economic drain 
thus imposed upon State revenues would be more than repaid 
in terms of better health, more efficient work and con¬ 
tentment of the working population in particular. These 
are advantages that far-sighted statesmansiup cannot ignore 
to reap for the benefit of the community in general and for 
the ailministration in particular. 

Quality oj Housing. The quality of housing is a matter 
of vital consideration. This is an cngineering-cum-health 
problem. Aesthetic and psycluc satisfactions also must be 
considered. The selection of site for the various categories 
of the population, with due consideration of economy and 
expense, m time and money of daily movement from the 
place of residence to place of work, and back, will have to 
be carefully studied. Types of buildings, whether tenements, 
Hals, villas, bungalows, cherries, chawls, ahatas , garden 
cities or village batiis, will have to be provided according to 
needs surveyed and determined. The quality of building 
material used, fittings, furniture, sanitary equipment, culinary 
and other domestic and toil-saving devices should be prescri¬ 
bed and standardized. The cubic capacity of floor area 
per capita, the provision of living and general rooms, as also 
of cooking, storage, bathing and toilet facilities should be 
made according to prescribed standards with due regard to 
the social habits of th c population. * The provision of commu¬ 
nity institutions like schools, libraries, public halls, gymna¬ 
siums, playing fields, theatres, cinemas, restaurants, dairy 
depots, shopping centres, clinics, nursery homes, cottage 
hospitals, bathing and dhobi ghats, vegetable plots, poultry 
runs, animal sheds would also have to be considered apart 

♦Tfii - Provincial Housing"Boards i Tive year Plan~r947, 

19 FE 
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from religious places, temples, mosques, gurudwfuras, chur¬ 
ches and cremation grounds. These are some of the basic 
community functional building demands. These must be 
provided m modern Town Planning. 

Representative Administration. In conclusion, two requisi¬ 
tes must be supplied. One is that residents of the houses or 
colonies should be represented on Boards of Management 
or Improvement Trusts and like agencies, for administrative 

S oses. The closer the administration is integrated, 
tenants and residents, the more useful it will prove. 
Frictional, sectional and personal interests and conflicts will 
have to be reasoned out and settled. “Democracy at the 
grass roots” should he practised in the matter of housing 
accommodation and housing administration. Such a process 
will be conducive to better administration of the colony as 
well as to its harmonious and cultural development. 


Research. The othn \ital need would be to institute re¬ 
search, at the highest possible level, into the problems of 
Town Planning and Housing. Such research organisation 
should have organic contact with Provincial and local 
housing administrations. Future growth of population, 
composition in age and sex, direction of expansion of 
town, economy of const! uction, efficiency in the supply 
of civic services, the provision of social amenities, the 
maintenance ofup-todalc methods of coping with the volume 
and character of movement of population, development of 
commerce and trade by river, road, railway and airways, 
problems of security of life and properly and the like are 
essential ingiedicnts in town living and town planning that 
must be under research examination continuously. Changes 
in tastes, functions and activities of the population, cultural 
aspirations and the like should be studied, visualised and 

P rovided progressively. Rural as 'well as urban life should 
e comprehended in such a survey. If wc should fail in 
looking ahead of the expanding and changing needs of the 
people, we may drive our populations to despair. Research 
will, therefore, play a vital role in the smooth and harmonious 
expansion in Inc rapid modernisation of our populations. 
A Master Flan befitting a great people with a unique history 
for housing will be the programme for research. 



CHAPTER XXIX 

TRANSPORT 


General 

Importance of Transport, The term “transport”, used 
in the collective sense, signifies the means of conveying persons 
and thing? from one place to another. Transport plays 
an important part in civilized life. The march of science and 
the advance of technology have enabled modern transport 
to conquer time and space, and to assume a national and an 
international role. Transport is closely connected with the 
economic, social, political and defensive organisation of a 
country. We arc only concerned with its economir aspect. 

Progress oj Transport . Men and women were themselves 
the earliest means of transport. But with ihe domestication 
of certain animals it was natural to transfer the burden on 
to the backs of some dumb beasts. The oldest pack animal 
was probably the ass. Later came the ox, the horse, and 
the camel. In the Middle East, in Persia, Afghanistan, 
Egypt and Northern India, these animals still continue to 
be used as means of transport. The shift from the ass to the 
aeroplane represents the change from primitive to modem 
times. It is a sufficient index to the advance in social evolu¬ 
tion. The ancient civilizations, c.g. of Egypt and Babylon 
and Greece, were confined within narrow geographical 
limits for want of quick and far-rcaching transport. But 
the developments in transport have given modern civili¬ 
zation a global sweep. This has had great cultural and 
economic consequences. 

Use of Transport. The economic uses of transport arc 
that it aids Production, Exchange, Distribution and Consump¬ 
tion. 

Aid to Production. Transport is a valuable aid to Pro¬ 
duction the function of which is to cteate and increase utilities. 
By moving persons and things from places where they arc 
not wanted to places where they are wanted transport helps 
to create utility. It increases utility by moving persons and 
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things from places where they are less wanted to places where 
they are more wanted. Transport thus produces what is 
called “place utility”. 

Transport also aidsproduction by helping in the ex¬ 
pansion of industries. The development of any industry 
depends on two conditions : first , access to raw materials; 
second, a wide maiket. The textile industry of Lancashire 
well illustrates the useful role of transport in large-scale pro¬ 
duction. Transport gives this industry the needed access to 
its basic raw material, i.e., cotton, grown in such distant 
countries as America, Egypt and India. In addition trans¬ 
port creates for that industry an extensive market by carrying 
its products to various parts of the world and ensuring their 
steady supply. Transport expands, too, the market for raw 
materials by assisting in the growth of industries. 

Further, transport aids production by facilitating the 
localisation of industries. Now, industries tend to be concen¬ 
trated in places where the total transportation charges that 
enter into the cost of production of an article, are the lowest. 
The material used for manufacturing an article may be a 
pure material or a gross material. A pure material is one 
which does not appreciably lose its weight in the process of 
manufa cture. Cotton, for example, is a pure material. A 

g ross material will lose its weight in the process of manu- 
cture and is therefore known as “weight-losingmaterial.” Iron 
ore, for instance, is a weight-losing material. When an industry 
has to use weight-losing material there will be considerable 
saving on transport if the industry is located near the source 
of the material. Thus all metallurgical industries more or 
less localise in the vicinity of mines yielding ores or coal. 

Transport also helps production of perishable articles 
by conveying them to consumers in distant places. Indus¬ 
tries like fishing, meat packing, poultry farming, dairy farm¬ 
ing , fruit farming , in which large numbers of people are 
engaged in Japan and New Foundland, in the United States 
and Australia, in Switzerland and Denmark, in California 
and Tasmania, respectively, flourish on their present scale 
because of the quick and reliable transport now open to 
them. 
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Again, modern transport has opened a large avenue of 
production for itself. The manufacture of ships, locomotives, 
automobiles, aeroplanes and other vehicles, and the produc* 
tion of their numerous parts and accessories, are to-day the 
biggest industries in the world, involving capital and labour 
to a colossal extent* 

Aid to Exchange Transport is an aid to Exchange. 
Without it the vast system of international trade would be 
impossible. New and improved methods of transport invari¬ 
ably lead to increased commerce between countries. When 
the means of transport were crude and limited trade was 
but local, and was generally done in weekly markets. With 
improvements in transport periodical fairs began to be 
held where goods that came from all over the known 
world were bought and sold by great wholesale merchants. 
Science brought about still further developments in transport 
with the result that international trade, instead of being 
carried on in seasonal fairs, became a ceaseless activity. 
Transport enables each country to confine itself to the pro¬ 
duction of those articles for the manufacture of which it is 
most suited. This it does by bringing into play the prin¬ 
ciple of the division of labour m the wide sphere of commerce. 
Ifevery country were to produce all the commodities it needs 
there would result either a return to a state of primitiveness 
in which wants are few and simple or a tremendous degree 
of expenditure. Transport offers a middle course, and makes 
it possible for each country to specialise in those commodi¬ 
ties which it can produce under the most advantageous 
circumstances and to exchange them for commodities simi¬ 
larly produced by another country. This is to their mutual 
benefit. 

Aid to Distribution. Transport helps in the distribution 
of wealth. It generally increases the value of land and, 
in consequence, raises its rent. In certain circumstances, 
however, transport may have the effect of lowering rent. 
For example, the import of cheap food stuffi into a country 
may drive inferior agricultural land therein out of culti¬ 
vation and thus decrease rent. Although this is possible, 
it is not a very likely result as the pressure of population 
on land is continually on the increase. 
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Another economic consequence of transport is that it 
increases the rate and quantum of interest on finance capital. 
We have seen that transport creates new, and enlarges, old 
markets. This leads to more and rnCire investments of capital 
in industries to supply the extended markets: The growing 
demand for iinance capital raises the rate of interest on it; 
and the larger volume of investments naturally increases the 
amount accruing as interest. In modern times finance capital 
has become a powerful international factor, and transport 
is mainly responsible for-this development 


Transport also leads to increase in wages. Increased 
production requires greater employment of industrial labour. 
The larger demand for labour raises wages. Moreover, 
facilities of transport increase the mobility of labour which 
enable the latter to move quickly and conveniently from a 
place where wages are lower to another where they arc higher. 
Mobility of labour greatly depends upon transport which 
keeps wages uniform in wide areas. 


Similarly, transport tends to equalise prices. We have 
seen that transport widens the market. Most industrial 
products to-day arr supplied to a single market, i.e., the world 
market. A uniform price for the same article rules this market, 
save for the difference in the charge of transporting it from 
the place of manufacture to two given places of consump¬ 
tion. Further, transpori equalises prices by intensifying com¬ 
petition. As a general rule, competition lowers prices. 
Another way in which transport equalises prices is by moving 
things from surplus areas to deficit areas. This is particular¬ 
ly noticeable in India where bumper harvests in some regions 
and partial or total failure of crops in others during the bad 
year are a common occurrence. 


Aid to Consumption. Transport is an aid to Consumption. 
As already stated, it makes commodities available in wide 
markets at low prices and thug increases their consumption. 
By increasing the exchange of commodities, as mentioned 
before, transport stimulates consumption. Increased donsump- 
tion means in Economics a rise in the standard of living. 



TRANSPORT 


*95 


Kinds of Transport 

* 

The various kinds of transport can be grouped under 
four heads. These are (i) Rail transport, («) Road transport, 
(tit) Water transport, and.(tf) Air transport. 

Rail Transport 

Importance oj Rail Transport. Railways occupy an im- 
porlantplaceamongthevariouR means of transport. In recent 
times, however, their primacy lias begun It) be challenged 
by road transport, i.c., motor-bus and lorry. Neverthless, 
railways hold their own in respect of long distance journey 
and the transport of raw materials of industry and all kinds 
of bulky and heavy articles. 

For long distance journey the railways provide greater 
comfort, especially in the higher classes of accommodation. 
A long journey by motor-bus is very uncomfortable on account 
of the absence of proper amenities in this mode of travel. In 
England and the United States of America there has been a 
considerable growth of long distance bus services. Thrir 
popularity in these countries is due to lower fares. Since 
trains run on exclusive tracks they can maintain a consistently 
higher speed than buses which ply on public roads amid a 
variety of traffic. The average speed ol railways is about 60 
miles per hour while that of buses is only 25 miles. The speed 
of buses is generally limited by law in the interests of public 
safety and for the pre\ ention of damage to roads. The 
carrying capacity of a motor-bus is very’ much less than that 
oi a railway train and, therefore, is not adequate to meet the 
demands of heavy or intcnsi\ c traffic. As railways are subject 
to the law of decreasing costs, the greater the traffic the cheaper 
will be the fares on them. 

The railways have to lacc a certain degree of competi¬ 
tion from air transport over long distances, but this is limited 
to higher grade traffic. Inland waterways and coasting 
vessels to some extent compete with railways in the sphere of 
low grade traffic where slowness of speed does not much matter 
and cheapness of transit is the main factor. 

Rates and Fares: In considering the theory of railway 
rates and fares two characteristics of railways have to be 
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kept in view. One is, that the lixcd capital of railways re¬ 
presents a high proportion of the total railway expenses, 
while in other enterprises generally the ratio of fixed costs to 
variable costs is much lower. The variable costs of railways 
consist of the actual expenses of working any particular traffic 
such as loading, provision for special wagons, wages, cost of 
fuel, etc. The fixed costs consist of charges for maintenance 
of plant and equipment, salaries, interest on capital, taxes, 
contribution to the sinking fund, etc. In the first group 
the cost^ bears a direct relation to the traffic, whereas in the 
second it is largely independent of the traffic and remains 
more or less constant. According to W. Z. Ripley two-thirds 
of the entire railway expenses come in the class or fixed costs. 
The large proportion of fixed costs shows that the railway is 
a concern which obeys the law of increasing returns. As the 
traffic increases the cost per unit will be lessened because the 
overhead charges will be spread over a larger volume of traffic. 
This fact has a special significance to the traffic manager. 
When the traffic is less he has reason to lower the late in 
order to attract more traffic. 

Another characteristic of railways is that the costs of 
railway services are incurred jointly. A railway carries 
different kinds of commodities which may vary in size, value 
and weight. Bridges, tunnels, tracks, etc., may be used 
both for passenger and freight services. The entire railway 
plant may be used to perform a large number of services, and 
therefore, it is difficult to calculate what portion of the total 
expenditure is to be charged to a particular consignment or 
passenger. 

Different Theories. Various theories have been put 
forward as regards the fixing of railway rates and fares. Im¬ 
portant among them are: 

(i) Coil oj Service Theory. According to this theory 
railway rates and fares should be based on cost of 
carriage of goods and persons with an allowance lor reasonable 
profit. Though the theory looks simple there are difficulties 
in its application. If cost means variable cost it can easily 
be ascertained, because the expenses are incurred in connec¬ 
tion with the carriage of a particular traffic. But if cost 
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includes the variable cost as well as the fixed cost then 
it is difficult to calculate how much of the fixed cost should 
he allocated to the particular traffic, as the costs arc incuired 
for the service as a whole. 

Secondly, cost is variable as it varies with the volume 
of traffic. Hence cost can only be ascertained after the service 
has been rendered, while the schedule rates should be known 
beforehand. From this it would be evident that costs cannot 
form the basis of fixing railway rates and fares since al any 
given moment costs arc indeterminable. Even if cost were 
determinable it would not be expedient or in thepublic interest 
to make it such a basis. The goods traffic of railways consists 
of many kinds of commodities of varying values. To make 
each of them bear a proportionate share pj the cost of carriage 
would restrict the movement of low priced goods. At the 
same time it would lessen the total traffic and put the burden 
of total cost on the higher grade commodities. Neither of the 
two would be in the public interest. 

Cost of service, however, cannot be altogether ignored 
in the fixing of rales and fares. It determines the level below 
which rates and fares would cease to be profitable. 

(a) Value of Service T/uoiy. According to this theory 
rales and fares should be based on the value of service ren¬ 
dered by the railway. It means that the basis should be 
the demand for railway services, which is a sort of index 
of the value nf the services rendered by railways. On this 
principle rates and fares would be fixed according to the 
difference in place values of commodities. If the price of 
a commodity, say in Allahabad, is Rs. 15, and its 
price in Kanpur is Rs. 20, then the maximum rate for (he 
transport of the article from Allahabad to Kanpur would 
be Rs. 5. Theoretically, this difference is the measure of the 
value of the transport to a person who makes use of the 
railway. In practice, however, it is difficult to equalc all 
transport charges to differences iu place values bo the 
approximate market value of a commodity is taken as an 
index to the readiness of the public to pay for its transport. 
And the railway rate is fixed in accordance with that index. 
This is the principle of what is known as charging “what 
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the traffic can bear.” Rich persons and valuable goods 
can pay a higher rate than poor people and cheap goods. 
The former are charged a higher rate which would cover 
both variable and fixed costs and leave a surplus as a contri¬ 
bution towards meeting the fixed charges incurred in the 
transport of low grade traffic. The latter category (poor 
people and cheap goods) are charged the rate which 
would cover just the variable cost. Thus a railway realises 
the maximum revenue from the two classes mentioned 
above. 

Charging what the traffic can bear is socially beneficial 
because cheap and necessary articles are charged a lower rate 
which otherwise would not have been able to bear the higher 
cost of transport. Such higher cost would restrict the move¬ 
ment of those articles. 

Another advantage of this method of fixing rates is 
that it is useful in developing industries. Low rates could 
be given to infant and struggling industries. 

The cost of serviie theory and the value of service 
theory are both important. The Lost of serviie principle 
fixes the lowest limit below which the rates would be 
unprofitable to the railway. The value of service principle 
fixes the highest limit above which the service would be too 
costly to the traders. In practice the rales will be some¬ 
where between these limits. / 

(3) Z one Rrt* Theory. Under (his theory the area 
served by a railway is divided into /ones. Within each 
zone a uniform rate is charged. The charge will vary if a 
person travels from on^ zone to another. Generally, the 
more distant zone will have a higher rate. The zone system 
simplifies the checking of tickets and economises on printing 
ana book-keeping, but it creates discontent among pas¬ 
sengers. The short distance passenger pays the same rate 
as the longer distance passenger. The result is that the 
short distance passenger takes to motor transport. On the 
other hand, the. long distance passcngei is encouraged to 
travel by the railway. But the railway finds that the long 
distance travel increases the cost to the railway. The rail- 
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ways have had frequently to increase the rates and fares, and 
ultimately to abandon the system. 

(4) Tapering Rates Theory. In the system of tapering 
or telescopic rates the rates per mile would decrease as the 
distance increases. On the lung haul, costs of working are 
less as the terminal expenses arc spread over a greater mirage. 
So the railway rates and fares would be less and less as the 
distance increases. 

(5) Equal Mileage Theory. This theory implies that 
the same rate should be chaiged per mile whatever the distance 
and the section. It is opposed to the cost of service principle. 
Cost varies in different seel ions according to traffic conditions, 
operating expenses, etc. Equal mileage rates have been 
found to be impossible, and so the rates have been made 
tapering. 

Railway Rales in Piactite. Generally, a railway is a 
monopoly and can charge differential rates. On that basis 
rates and {ares could be so lixed as to obtain the maximum 
revenue. But in practice a railway does not possess an absolute 
monopoly. In every country railway charges are regulated 
by the state which fixes the maximum which the railways 
are not permitted to exceed. In other ways, loo, the state 
exercises control over railways. In some countries certain 
classes of people like members of the civil and defence services 
are given concession rates on the railways under orders of 
the state. Again, a railway does not possess a monopoly 
of transport. Alternative means of transport, e.g., bus service, 
have got to be reckoned with. The rapid growth of motor 
transport in recent years has been an effective check to 
high railway rates and fares. Thus, actually, the mono¬ 
poly of railways is whittled down. Nevertheless, it is owing 
to monopoly that railways are able to charge differential 
rates. The method of differential charging is applied by 
means of classification. The classifications are based on the 
value of commodities or on the principle of what the traffic 
can bear. Articles of a higher value will be plated in a 
higher class and charged a higher rate, while articles of a 
lower value will be placed in a lower class and charged a 
lower rate. 
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Another factor which influences classification is the diff¬ 
erence in cost of service. On certain sections the operating 
charges of railways are greater than in others owing to the 
existence of tunnels, bridges, other expensive works, and a 
higher rate is therefore charged on those sections. Similar 
principles apply in the case of articles which involve extra 
cost gf handling, e.g., glassware, perishable articles of food, 
articles which are not packed and which therefore, need 
special care. Other factors that have a role in classification 
are (i) regulaiily of the flow of traffic, (2) bulk of an article 
in proportion to its weight, (3) type of wagon required, (4) 
time within which goods ha\ c to be conveyed, and (5) availabi¬ 
lity of alternative routes. 

Aftei classifying articles, rales arc fixed for each class. 
The freight tariff gives the rates per maund or ton for different 
classes of goods. 

In addition to these claisiiied rates there aie special 
rates fixed by the railway for specific commodities which 
are called commodity rales. The commodity rates arc lower 
than classified rates. 

Freight talcs 011 Indian railways are generally based 
on thr value of goods carried. Goods are grpuped into 
sixteen classes, and the maximum and minimum rates are 
fixed by Government. Thr class in which a commodity 
is placed dcletmincMln, maximum late for that coinmmodity. 
But railways are free 1o charge rates below the maximum so 
fixed. The minimum rate, however, cannot be lowered 
without the permission of the Railway Board. 

The talc actually charged for a commodity comes 
within one or other of the following categories :— 

(1) Glass rates which are rates per maund per mile. 

(i) Schedule or telescopic rales decreasing with the 
increase of distance. These arc charged for low 
priced articles. 

(3) Special 1 ales which arc reduced rates for certain 
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commodities which cannot bear the class rates. 

History of Indian Railways. The first proposals for the 
construction of railways in India were made in 1844, and 
the Government of India entered into contracts with ihc 
East Indian Railway Company and the Great Indian 
Peninsular Company for the opening of two railway 
lines from Calcutta and Bombay respectively. This system 
of giving contracts to companies for the construction of 
railways was generally adopted by the Government of 
India since 1853. Lord Dalhousic, while Governor- 
Genrral, decided 1o have a network of railways 
spread over India, and adopted the guarantee system to 
this end. Accordingly, contracts were made* with eight com¬ 
panies between 1854 and i860. The main features of the 
contracts were (1) free grant of land by the Government 
to the companies, (2) the guarantee by the Government 
of interest at rates ranging from 4} to 5 per cent on the 
capital which the companies invested, and payable at 22 
ps. per rupee, (3) the utilisation of half of the sums which 
the Government ever paid to make good their guarantee in 
respect of the rate of interest on the capital invested, (4) reser¬ 
vation of certain powers of superintendence and control 
by the Government m all matters relating to railway manage¬ 
ment except the selection of the staff, (5) option to the Govern¬ 
ment to purchase thr railways after a fixed period of time. 

This system proved to be a great drain on the Govern¬ 
ment as the companies were not able to rain 5 per cent on 
their working capital, and the Government had to make 
up the deficiency. Since Ihc Government had guaranteed a 
high rate of interest the companies had no incentive to econo¬ 
mise their expenditure. It was unwise of the Government 
to have guaranteed the rate of interest tlxcy did. Capital 
could have been attracted from Great Biitain even without 
the guarantee. The Government realised their mistake and 
were not prepared to continue the guarantee system. Afler 
186p they began to construe l railways themselves with borrowed 
capital. TTius followed a policy of vigorous railway 
construction, but owing to famine and adverse condi¬ 
tions the Government could not continue their programme. 
Hence they had to resort to companies again. Between 
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1870 and i goo contracts were made with the Bengal-Nagpur 
Railway Company and the Madras and Southern Mahratta 
Railway Company on a new basis of guarantee. The chief 
features of the agreements were, (i) the lines constructed 
by the companies were declared to be the property of the 
Secretary of State for India-in-Council, who could terminate 
the contracts at the end of 25 years or at subsequent intervals 
of 10 years on repayment of the capital invested by the 
companies; (2) interest was guaranteed at the lower rate 
of 34 per cent on the invested capital; (3) the Government 
could retain three-fourths of the profits for their own use. 
When contracts under the original system of guarantees 
expired the Government did not renew the agreements. In¬ 
stead, some of the railway lines like those of the Eastern Bengal, 
the Oudh-Rohilkhand, and the Sind-Punjab companies were 
purchased by the Government who also took over their 
management. In other cases, like the E. I. R. and the G. I. 
P. R., the Government bought up the lines but handed over 
the management to the respective companies under revised 
agreements. Other types of railways also came into existence 
during this period. Further, Indian States were invited by 
the Government of India to undertake railway construction 
within their borders. Hyderabad was the first among these 
States to build its own system of railways. 

The Indian railways did not make a profit til) 1900. 
The State incurred a loss of £51 "52 millions on them. After 
igoo, however, the railways began 10 yield a net return to 
the State. Till igio the gain was small ; but by 1919 it 
amounted to the substantial amount of £44,74 millions. 

The management ofState-ownod railways by companies 
was not favoured by thr Indian public. This feeling was 
heightened by the ill-treatment of third class passengers. 
Also, there were bitter complaints that the rates and Fares 
were manipulated with the deliberate intention of crippling 
Indian industries, that undue preference was given by the 
railway companies to British firms in the purchase of stores, 
that Britishers and Anglo-Indians were favoured in the railway 
service in respect of recruitment and promotion. In 1920 
the Acworth Committee was appointed to consider, among 
other matters, whether the East Indian and the Great Indian 
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Peninsular railways, which were State-owned but managed 
by companies, should be taken over by the Government for 
management on the expiry of their contracts in 1924. The 
Committee reported in favour of State management of railways, 
and in 1924 the State assumed the management of these two 
railways. Other railways were taken over by the'State for 
management as soon as their contracts expired. Another 
important recommendation of the Acworth Committee was 
that Railway Finance should be separated from the general 
finance of the Government of Inaia. The reasons urged 
for the proposal were: (1) that the separation would remove 
the clement of uncertainty from the annual budget estimates 
of the Government, an uncertainty arising from the inclusion 
of the railway profits, variable according to trade conditions, 
in the Budget, wilh the result that a correct estimate of the 
yearly income of the Government was almost impossible; 

* (2) that tfie dependence of the railways on the General Budget 
hindered them from being managed 011 a commercial basis; 
(3) that the practice of voting fresh amounts when the grants 
under Railway Finance lapsed automatically at the end of 
every financial year, led to a gicat deal of inconvenience. 
Under the Committee’s proposal a contribution from the 
Railway Finance was to be made to General Finance to the 
extent of one per cent on the capital at charge of commercial 
lines, and one fifth of the surplus profits. The Committee also 
recommended a guaranteed programme of expenditure of 
Rs. 150 crores spread over a period of five years for the im¬ 
provement and completion of lines and for provision of ameni¬ 
ties for third class passengers. The Committee further recom¬ 
mended the constitution of a Railway Board for the adminis¬ 
tration of the railways and outlined its functions, and the 
establishment of a Rates Tribunal to adjudicate on disputes 
regarding rates between the railways and the public. 

The Indian Legislative Assembly approved of the recom¬ 
mendations of tbe Acworth Committee which were then 
given effect to except in one important particular. The 
Government of India did not agree to a Rates Tribunal, but 
appointed in 1926 a Rales Advisory Committee to hear com¬ 
plaints of undue preference, unreasonableness of rates, ( inade¬ 
quacy of facilities, etc. It must be noted that there is diff¬ 
erence in status between an advisory committee and a tribu- 
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nal, The decisions of a tribunal arc final and binding on 
the parties, like the judgments of a court of law; whereas 
an advisory committee can only trader advice which the 
Government, a party in railway disputes, may accept or 
reject at their discretion , 

The years 1924-27 were years of prosperity. The total 
surplus revenue from the railways during tbs period amounted 
to Rs. 5264 lakhs, and thrloUl contribution horn Railway 
Finance to Geneial Finance came to Rs. 42 crorcs in addition 
to Rs, 41J crores credited to the Depreciation Fund. 

The depression period from 1929 to 1936 was an era 
of deficit in w hi ill the railways not only failed to make any 
contribution to general levenues but depleted their reserves, 
and c\c» borrowed from flic Depieciation Fund. The deficits 
were partly due to the world depression and partly to rail¬ 
road competition. The Retrenchment Committee in 1931 
and the Pope Committee in 1932-33 recommended the manner 
and shape of retrenchments on the railways 

After 1936 the railways again began to yield surplus 
owing to the recovery in trade and the reduction in expen- 
ditiu e effected by the adoption of measures the two Committees 
had suggested. The railways weie, therefore, able to make 
some contribution to Genii al Rc\ cuuc. Still the fact remained 
that the railway's, 011 account of competition from road trans¬ 
port, were not earning as much as they did. So in 1936 the 
Wedgwood Committee was appointed to suggest ways of 
meeting the road competition and of further reduction of 
railway expendituie. The Committee reaffirmed most of 
the recommendations of the Pope Committee for retrench¬ 
ment and reduction of expenditure. Some of the recom¬ 
mendations of the Wedgwood Committee aimed at securing 
the following improvements; (1) reduction of locomotives and 
carnages under repair; (2) amalgamation of workshops for 
construction of rolling stock; (3) acceleration of trains; (f) 
withdrawal of unremunerativr services; (5) greater caution in 
capital expenditure; (G) a campaign to root out dishonesty and 
incivility from among the railway staff. In regard to road 
competition the Committee emphasised that the railways 
should have full powers to run road transport services through 



TRANSPORT 


305 

contractors and to invest in, or to enter into working arr¬ 
angements with, road transport undertakings, and that the 
Motor Vehicles Act should be amended in order to regulate 
more efficiently the motor traffic. 

During the Second World War there was vastly increased 
traffic of goods and passengers on the railways, especially on 
the military side. The demands of the Defence services were 
so heavy and urgent that the railways had to curtail civilian 
traffic, with ihe result that there was tremendous over-crow¬ 
ding in trains, which has not yet ceased though the war came 
to an end in August, 1945. 

Lines of Future Development: The Indian Railway Board 
have prepared a programme of post-war railway development 
estimated to cost Rs. 1,200 crorcs and to be completed in 17 
) ears. Hie expenditure in the first seven years is to be 
Rs. 320 crores. Five thousand miles of newlines are to be 
constructed. 


Road Transport 

Advantages of Road Transport : Among the advantages 
of road transport the foremost is its cheapness due to the 
following reasons : (a) The roads arc built and maintained 
by public bodies, and anyone can ply vehicles on them pro¬ 
vided he pays such fees as are fixed by law. The railways, 
on the other hand, have to construct and maintain their own 

f ermanent ways. The cost under these heads is enormous, 
t is estimated that the intial expenses of constructing a rail¬ 
way would be £ 10,000 per mile. Roads could be construc¬ 
ted anywhere at a fraction of the cost of railways. Besides, 
in the case of railways, a large sum of money has to be spent 
on the construction of stations, sheds, sidings, warehouses, 
cabins, signals, staff quarters, etc., and their maintenance 
requires considerable recurrent expenditure, (b) Road 
vehicles cost much less than a railway train. Among 
road vehicles the most expensive are the automobiles. Be¬ 
fore the war motor buses and lorries did not cost more 
than Rs. 6,000; now they cost about Rs. 15,000. As for 
the bullock cart and other road vehicles, they cost 
very little. 
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Another advantage of road transport is its flexibility. 
A road vehicle is free to choose and change its route unlike 
railways. It can also pick up and drop passengers at their 
houses, which railways could never do. 

A road vehicle of the improved type could convey goods 
and passengers from one point to anolher without break. 
It is an ath antage, becuase a tltrough journey saves the delay 
and bother incidental to change of trains on railways. In 
the long run the greater speed of railways can make up for 
the delays, but when the distance is short the mechanical 
road vehicle cun compete successfully with railways. 

Yet another advantage of mechanical transport is that 
it need not observe a rigid time-table. On railways the 
merchant or manufacturer has to send his consignment 
subject to the schedule and the exigencies of railway traffic 
whereas the road vehicle is amenable to direct control 
by the customer. Small lots sufficient for a van load can 
be despatehed direct from one place to anolher at any lime. 
In the case of perishable articles or sudden demands quick 
delivery is of great importance. Mechanical road transport 
is especially useful in such situations. Railways cannot ren¬ 
der service of this kind. 

Road transport has been found suitable for promoting 
the exchange of commodities between towns and their neigh¬ 
bouring villages. Rural produce like milk, eggs, vegetables, 
etc., can be cheaply carried to the markets in towns. If 
vans arc specially fitted for such traflic there is no need 
for packing, while on railways careful packing involving 
labour and expense is necessary. 

Loss through damage in transit, particularly in the case 
of delicate articles like glassware, or through pilferage or 
theft, is less in road transport since the packages arc undci 
the control of one person Uiroughout the journey and res¬ 
ponsibility can be fixed. On railways in India pilferage 
and theft are very common. Traders generally consider 
that (he diminution in the possibility of dispute with regard 
to claims for damage's for loss of articles in transit, is a dis¬ 
tinct advantage, 
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The motor bus is especially suited for urban transport. 
With increase in population the tendency in cities is for people 
to spread out to tlie suburbs. This expansion is to their 
benefit, as in the suburbs living is cheaper. It is possible 
only if quick transport with low fare is available. The motor 
bus has both these advantages* The railways by themselves 
cannot relieve the congestion in cities. The electric train 
has reduced it a little, as in Madras and Bombay, but no 
railway can cover all the routes in a city. The motor bus, 
being cheaper, quicker and more mobile, offers a better 
solution of the problem. To the vast number of city workers 
quick and cheap transport is a boon. Such transport increases 
the leisure of citizens, and makes for public health and greater 
civic responsibility as an outcome 01 decentralisation. 

Sphere of Road Transport: Road transport is best suited 
for light traffic and short distances. For long distances and 
heavy traffic railways are more serviceable. Where the roads 
are good, motor \ chicles are a popular means of transport. 
The average load capacily of a motor lorry is 2 \ tons. For 
small consignments it is well suited. Upto a distance of 
too miles motor vrliicles are most economical. Beyond that 
railways are more aduintageous. But in England and the 
U. S. A., the railways encounter competition from motor 
transport even for longer distances than ioo miles on account 
of the low fares on buses. However, motor vehicles have 
not entirely supplanted horse wagons and bullock carts, 
especially in the backward countries. The reason is that 
motor vehicles are expensive, and it is beyond the means 
of the poorer classes lo buy and run and maintain them. 
Bullock carls and horse wagons arc cheap and economical, 
and very useful for short journeys or in places where the 
streets are narrow and congested, where delays in loading 
and unloading arc considerable, and where the traffic is 
too sparse to profitably employ motor vehicles. For distances 
ranging from three to ten miles the bullock cart is most econo¬ 
mical. Bullock cart can carry goods up to a distance of 50 miles, 
and its average load capacily is about 40 maunds, when the 
draught animals are good as in the Punjab. Animals like 
donkeys and camels are still in use in regions which have 
vast deserts, or which have no proper roads. A camel can 
generally carry up to 10 maunds. 
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Road Transport Rates and Fates : The capital outlay 
required for road transport service is rather Bmall. It is little 
more than the cost of the vehicles. The operational expenses 
may be classed as (i) standing or fixed charges, (2) running 
expenses. 

The standing charges remain the same whatever be 
the volume of traffic. The running expenses depend upon the 
volume of traffic. 

The chid 1 feature of standing charges is that ns com¬ 
pared with the railway these are much smaller. In road 
transport the running expenses arc far greater than the standing 
charges and therefore it is possible to allocate costs against 
any particular traffic. 

The cost of service is the determining factor in fixing 
rates and fares in road transport. Competition generally 
prevails in road transport. Hence rat es and fares approximate 
to the cost of service. Sometimes competition is so keen that 
the rates and fares go even below the cost of service. No 
service can continue for long under such terms. Frequently 
acute competition results in the establishment of monopoly. 
When a monopoly is held by a company, municipality or 
state, the effect as a general rule is to raise the rates and fares 
above the competitive level. But owing to economies of 
large scale working and to competition from rail or canal 
transport the rates and fares are not unduly raised. 

Fixation of Fares in Practice: It is essential that the 
fares should be so fixed that these should be easily understood 
by passengers. The method of charging should be clear and 
simple, and be so devised as to facilitate the work of the con¬ 
ductor. The systems commonly used arc (1) flat rate system, 
and (2) zone rate system. 

(1) Flat rate system. Under the system of flat rates 
the same fare is charged for short and long distances. It 
has the advantage of simplicity, but makes the short distance 
passenger, so to speak, pay for the long distance passenger 
since die fare charged would be the average of charges Tor 
the two. 
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(s) Z one . Ta } e system. In this - definite stages or zones 
are fixed. Within a zone a uniform rate is charged. Here 
also the short distance passenger within a_ given zone is at a 
disadvantage in comparison to the long distance passenger. 

Histoij of Road■ Development: The excavations of the 
Archaeological Department of the Government of India at 
Mohcnjadaro in Sind, and Harappa in the Punjab, have 
revealed that in these places cities had existed between 3,500 
and250oB.G. which had roads with drainage systems. Durmg 
the Buddhist period great progress was made in road cons¬ 
tructions. Asoka built roads well provided with avenues and 
rest houses for travellers. Slier Shah, Akbar, Aurangazeb, all 
carried out projects of road-making to link the capitals of their 
kingdoms with the outlying parts thereof. 

However, it is with the advent of British rule that a 
planned system of road construction was adopted. The 
object of this system was originally strategic, and the const¬ 
ruction and maintenance of roads formed part of the work 
of the Military Department. A number of trunk roads 
were constructed, connecting important commercial and 
military centres. A change in this policy was made by 
William Bentinck and Lord Daihousie when the Military 
Board was replaced by the Public Works Department 
in 1855. The extension of roads was helped by the intro¬ 
duction of railways. New roads had to be made to bring 
traffic to the railways. The granting of lo cal self-government 
during the viceroyalty of Lord Ripon was a further stimulus 
to road construction. Wc have to-day four great systems 
of road witJi which subsidiary roads arc linked. These arc 
the Grand Trunk Road extending from Calcutta to Kliyber, 
the Madras-Calcutta, the Madras-Bombay, and the Bombay- 
Dclhi roads, which account for 5,000 males out of 95,054 
miles of metalled roads in what Tas till recently known as 
British India. The region brat served with roads is South 
India and the worst served parts are Rajputana, Sind, and the 
Punjab. In 1943 there were 95,054 miles of metalled roads 
in India, of which the mileage of roads with modem surface 
was only 15,121. In addition there arc 201,384 miles of 
unmetalled roads of which 16 per cent have moiorable surface. 
The total length of roads in the whole of India (before Pakistan 
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came into being) was 296,438 miles, representing 76 miles 
per 100,000 of the population. The following is a com- 
parative table in respect of roads : 


Country 

Road mileage 
to the sq. mile 

Road mileage 
per 100,000 of 
population 

Great Britain 

2.02 

392 

France 

1.84 

934 

U. S. A. 

1.01 

2.499 

Germany 

”•95 

260 

Italy 

0.89 

247 

India 

0.18 

76 


In India there are 6,55,892 villages. Rural life domi¬ 
nates the over-all picture of the country, and therefore any 
scheme of national development should embrace plans for the 
imp rovement of the villages. An essential requisite of such 
improvement is the construction ofroads to connect the villages 
with the main roads. Metalled, all-weather roads suited for 
motor transport will be a boon to the villagers who form the 
bulk of India’s vast population. For then they will be able 
to market their produce more easily and to greater advantage, 
and they could eliminate the middle-man. As more and 
varied markets come within the reach of the cultivator he will 
naturally be in a position to get out of his traditional groove 
and to grow new kinds of crops. Good roads will enable him to 
take to what is called “money crops”, for example, cotton, jute, 
tobacco, in preference to “food crops”. His income from land 
will thus increase in terms of money, and this will raise his 
standard of living. Quick transport will also help villagers 
to grow perishable articles like vegetables and fruits, and to 
engage themselves in such profitable occupations as fishing, 
poultry farming, bee keeping, etc., for which there is ample 
scope in many of the Indian villages. 

Good roads benefit villagers in the purchase of their 
requirements as in the selling of their produce. Various 
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kinds of agricultural seeds,, artificial manure, tools, imple¬ 
ments, etc., which the cultivator requires, could be bought 
cheaper and taken to the village at greater convenience. It 
is an axiom that a market is in itself a two-way traffic, i.e., 
buying and selling. Good roads will bring the villagers 
within the* circuit of such traffic. 

It must be remembered that Indian village economy is 
largely dependent upon the services of draught bullocks. Bad 
roads increase the slrain on these animals and prematurely 
disable them. A common cause of chronic rural indebtedness 
is the recurrring expenditure on draught bullocks which either 
die or arc rendered unfit for work owing to the heavy load they 
are made to pull on uneven grounds where the going is bad. 

The cultural effect of better roads on villagers will be 
considerable. They will be gradually drawn into the world 
stream of progrcs>ivc trends, and in consequence will shed 
much of their sense of helpless fatalism. 

The Government or India convened a conference at 
Nagpur in December, 1943, which was attended by 30 Chief 
Engineers of Provinces and States, to consider the question 
of road development. The Conference resolved that India 
will need some 150,000 miles of village roads in order to 
bring villages reasonably dose to a planned road system. This 
decision was part of a 20 year post-war road development 
scheme which has come to be known as the Nagpur Plan. 
Details of ihc Plan will be mentioned later; reference to it is 
made here only to show that the great importance of village 
roads has been officially recognised. 

At present there is an acute inadequancy of good roads in 
rural areas. Most of the tracks in the country side arc mere 
foolpaths. The district boards have constructed a few roads 
in some of the bigger villages. Even these are not metalled 
and are unable to stand the strain of increased motor traffic 
and the more frequent use of bullock and buffalo carls with 
thick metal rims to their wheels. For want of funds these 
roads are not kept in proper repair. 

Absence ofbridgesis anoLher defect of rural roads. During 
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the rainy season an unbridged river may render a whole 
road quite useless. 

A feasible way in which local bodies could serve the 
villages is the construction of what is called “‘fair-weather 
roads” in contradistinction to “all-weather roads.” Fair 
weather roads have no metalled surfaces aud their use¬ 
fulness will be greatly decreased during the rains. But as the 
rainy season in serveral parts of India does not extend beyond 
three months, and as the building of fair weather roads is 
much less expensive, this kind of roads will be a practicable, 
immediate solution of one of the pressing problems of 
rural reconstruction. Their construction should be planned 
as part of a national road system and the ultimate objective 
should be to convert them into all-weather roads as and 
when finances permit. In building fair weather roads the 
Initiative and co-operative enterprises of inhabitants of a village 
or groups of villages should be enlisted. The rural develop¬ 
ment departments of some of the Pro\incial Governments 
have done a small amount of pioneering work in this direction 
But it has not been in accordance with a pre-conceived co¬ 
ordinated plan, and has no long-range value. 

Finance and Ad minis hat ion: The maintenance of roads in 
India rests with Provincial Governments and Local Bodies 
like district boards and municipalities. 

In 1927 the Government of' India appointed the Indian 
Road Development Committee to explore the possibilities of 
road development in India and to consider how best such 
development may be financed. The Committee recommend¬ 
ed that the duty on motor spirit should be raised from the 
then current rate of 4 as. per gallon to 6 as., and that the 
proceeds from the additional duty should be kept apart to 
form a separate fund for the development of roads. They 
pointed out that village roads should be developed and lar¬ 
ger grants made to municipalities and district boards. 
Accordingly the Central Road Development Fund was 
created in 1029. The fund was distributed among the 
Provinces on the basis of their petrol consumption, but 15 per 
cent of it was retained as a central reserve to be used for (1) 
technical research, (2) administration of the Road Fund, 
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(3) schemes considered to be of special importance to road 
development, (4) special assistance to backward areas or 
Provinces. In 1937 it was laid down that 25 per cent of the 
share of each Province should be spent on feeder roads, and 
that not more than 25 per cent of such share should be spent 
on roads competing with the railways. 

The Fund is to be used along with the sums which Pro* 
vincial Governments budget foi the construction and upkeep 
of roads. But many of the Provinces reduced their expendi¬ 
ture on roads when they received a share of the Road Deve¬ 
lopment Fund. Road development, therefore, was not so 
rapid as expected. 

An iinpoitaul landmark in road development in India 
is the founding of the Indian Roads Congress in 1934 on the 
initiative of Mr. M. G. Mitchell, the then Consulting Engi¬ 
neer (Roads) with the Government of India, to promote the 
interchange of ideas and the pooling of experience in road 
construction and maintenance. The Government of India 
supported this move and agreed to defray the whole cost of the 
first session of the Congress, which was held at Delhi in 1935, 
from their reserve in the Central Road Fund, so far as official 
delegates from the Provinces and the Indian States were con¬ 
cerned. Hie unqualified success of that session induced the 
Government of India to finance the annual meeting of the 
Congress for a further period of two years. The Congr ess has 
come to slay by reason of its good work. 

In recent years iiurrcsl has been amused in toad develop 
inent as a means of rendering the transition from war-Limr 
to peace-time economy as smooth as possible. A concrete 
result of that interest is the Nagpur Plan outlined by a con¬ 
ference of engineers convened by the Government of India 
at Nagpur iu December, ip43. The Nagpur Plan recommen¬ 
ded the immediate setting up of a Central Road Board 
with adequate authority and powers, guided by an Advisory 
Council, to deal with the policy and day-to-day adminis¬ 
tration of road planning and programme, and to serve im¬ 
partially the interests of the Central, Provincial, and State 
Governments. This proposal was considered by (he Standing 
Committee for Roads 01 the Government of India in Novem- 
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ber, 1944. The consensus of opinion in the Committee 
was in favour of the general idea, but the Committee 
desired that more progress should be made in consultation 
with Provincial Governments concerning the scope and 
nature of the organization before they pronounced an 
opinion. 

The Nagpur Plan suggested that India would need some 
400,000 miles of road, half of it all-weather surfaced. It 
furl her recommended the classification of all roads into: 

(1) National Highways, i.e., main trunk roads 
traversing Provinces and Slates, being of national im¬ 
portance and connecting ports, foreign highways, capi¬ 
tals of Provinces and large States, including roads re¬ 
quired for strategic purposes; 

(iV) Pro\inciaI and State Highways, bring all 
other trunk or arterial road', of a Province or State; 

(iii) Major District Roads; 

(id) Minor District Roads; 

(d) Village Roads. 

Other recommendations of the Nagpur Plan are : 

(1) the assumption by the Central Government of 
(ompletc financial liability, covering both fresh deve¬ 
lopment and annual maintenance , for the loads desig¬ 
nated as National Highways; 

in’l that the Central Government should assist 
actively in the co-ordination of road development, 
planning, providing for central road research, central 
standards and specifications, and technical advice 
covering all aspects of road construction and main¬ 
tenance; 

(iii) Central assistance in the planned procurement 
of road-making machinery and essential materials such 
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as cement, tar, bitumen; 

(tv) Central assistance in increasing the output and 
the quality of trained road engineers; 

(z>) a Central machinery for advising on legal 
problems relating to land acquisition, prevention of 
encroachments, betterment values and so on. 

The Government of India have on their own part imple¬ 
ment cd many of the recommendations of the Nagpur Plan, 
and have assumed from April i, 1947, complete financial 
liability for the construction and maintenance of every road 
which Is classified as National Highway, subject to the accep¬ 
tance by the Provincial Governments of certain conditions, 
namely, that: 

(i) the Central Government’s decision will be 
accepted about the inclusion of any road in the National 
Highways system, the standards to which the different 
parts thereof should be developed and the priority of 
execution of work thereon; 

(«) expenditure on works will be subject to the 
approval of the Central Government; 

(iii) while the Provincial Public Works Department 
will normally be employed, the Centre reserves to itself 
the right to employ its own agency for the construction 
and maintenance of roads; 

(iv) while proprietary rights over the road assets 
remain vested in the Provincial Governments, the 
Protincial Governments will regulate traffic, prevent 
encroachments, control ribbon development, restrict 
access to National Highways and lax betterment (or 
unearned) value in accord with the public interest 
and upon the advice of the Central Government. The 
Centre will not, however, receive any payment on 
account of betterments; 

(a) no tolls or other imposts will be levied on motor 
veludes paying tax, and all non-commercial Central 
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Government motor vehicles will be exempt from pro¬ 
vincial and local taxation; 

(«) Provincial Governments will take special care 
to foster development of district and village roads; and, 

(pit) load transport will generally be controlled 
in conformity with an agreed code of practice. In 
taking decisions which rest with them on the foregoing 
conditions, the Central Government act in close con¬ 
sultation with the Provincial Governments. 

(Note —I’he technical phrase “ribbon development* 
occurring in i ondition (iv) above means the location of in¬ 
dustries, especially light industries, along the line of a well 
developed and maintained road. Experience in the industri¬ 
ally developed countries shows that ribbon development ii. 
the long run results in harm to the industries and defeats thi 
object which induced them to establish themselves along 
such roads. Hence the need to control it in India which 
is just embaiking on large scale industrial and other develop¬ 
ments.) 

It may be mentioned here tlial the subject “.National 
Highways declared to be such by Fcdcial Law” has been 
included in the Federal List of the draft constitution of India 
and if this item is finally adopted in the new eonstitution, 
which in all probability it will be, the centre will have the 
necessary legal and constitutional authority foi undertaking 
and maintaining the National Highway system. And this 
will enable the Centre to give effect to the recommendation 
in the Nagpur Plan for a Highway Act for India. The Plan 
-lias also recommended an enactment to prevent “ribbon 
development”. 

The road development proposed by the Nagpur Plan 
is estimated to cost Rs. 450 crores. The allocations under 
the Flan are, broadly, as follows: 

Construction ... Rs. 350 crores 

Land acquisition ... Rs. 50 „ 

Bridges ... Rs. 50 „ 



TRANSPORT 


317 


As already stated, the development is spread over a 
target period of twenty years. On its completion the road 
mileage will be as under : 


1. National Highways ... 18,000 miles (After parti¬ 

tion it will only 
be 14,000 miles 
in India.) 


2. Provincial Highways 

3. Major Dislrict Roads 

4. Minor District Roads 

5. Village Roads 


... 72,000 miles 
... 60,000 „ 

... t00,000 „ 

... IIj0,000 „ 



j 


Pre-partition 

figures 


Waterways 


Chfapmt 0/ Watt) 7 ransjwri : Thr cheapest kind of 
transport is that by water. The construction and main¬ 
tenance of roads and railways require large sums of money. 
In the case of water transport the permanent way has already 
been made by Nature, i.c., seas and rivers. It is true the 
construction of navigable canals is expensive. Even so, 
their cost is much less than that of railways. The outlay 
on docks, wharves, warehouses, necessary for improved 
water transport, is smullrr than on stations, sidings, eabins, 
signals, staff quarters, etc., of railways. 

Another reason for the cheapness of water transport is 
the low resistance offered by water, which requires but little 
power for this meaus of transit. The resistance of water is 
only one-fifth of the average resistance met with by trains 
on railways. Low resistance reduces the risks of damage 
to cargo, and insurance premiums are therefore not high. 

A ship can deal more efficiently with heavier loads 
than railway wagons, motor lorries, or commercial airplanes. 
The load capacity of the biggest railway wagon is about 
50 tons, whereas an ordinary ship can carry twenty times 
as much. Furthermore, cargo can be loaded and unloaded 
directly in the case of ships but railways will only serve 
through stations and hence ihe loading and unloading oper¬ 
ations on them have to be repeated. 
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Water transport has yet another advantage. On land 
there are frontiers, and custom houses which demand ins¬ 
pection of packages in transit. This necessitates what is 
called “break of bulk” of consignments. In marine transport 
there is no need of break of bulk. 

Water transport is best suited for carrying heavy goods 
of low value when the time factor is not important. 

Limilatiom of Water Transport: The slowness of water 
transport, especially of canal transport, is a serious limitation, 
when increasing speed is a notable feature or modern times. 
Therefore water transport is serviceable only when the element 
of time can be safely ruled oui. 

The construction of canals is not feasible in terrains 
that are rocky or mountainous. 

Owing to the freezing of water in extreme cold, water 
transport suffers from a natural handicap in cold countries, 
the more so in winter. And in hot countries there may not 
remain enough water for navigation in rivers and canals in 
the summer. Most of the rivers in South India dry up In 
the hot weather. 

Inland Water Transport Rates and Fares: Canal transport 
services require only ; simple business organisation. An 
individual or small partnership may own and operate one 
or more boats without having to in\ cst much capital. Trans¬ 
port charges consist of (i) tolls, and (aj cost of service, 
mien the traffic is large and varied the transport concerns 
naturally become bigger ancl more complex in organisation 
and they resort to a system of classification of rates and lares 
on lines more or less analogous to those of railways. 

Marine transport: Freight and passenger transport on the 
high seas is condutcd by different types of ships, and the 
two kinds of services are more or less distinct. Passenger 
traffic is carried by steamers operated as “lines” on which 
ships have 4efinile routes and fixed schedules of sailings. 
Freight is carried by (i) steamers plying on lines with fixed 
sailings and definite routes, and (2) tramps which have no 
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fixed sailings and which seek cargo iit any port of the world. 
The lines consist of many ships necessitating a large amount 
of capital. The tramps are operated on the basis that each of 
them is a single unit, and, therefore, they do noi require 
a large investment. The greater share of cargo traffic is 
carried by tramps. 

Passenger traffic is handled entirely by steamship 
lines. Fares charged by them arc competitive, but as only 
a few companies operate on particular routes competition 
among them is regulated by agreements us to routes, speed, 
and schedules or sailing. Cabin fares are easy to arrange 
by conferences and agreements of competing lines, but 
not so in the case of steerage service or third class passengers. 
The largest profits are made by steerage servire, and so com¬ 
petition in it is keener. There is greater rivalry wilh regard to 
freight service than pnssrngei service. The reason is that 
passenger service is handled by a limited number of steam¬ 
ship lines, whereas cargo traffic is handled mostly by tramps. 

Ocean freight traffic consists of two kinds: (1) Full 
vessel cargo shipments, (2) partial cargo and line or general 
cargo freight. When commodities are shipped as full vessel 
cargo the freight charges consist of the hire of the vessels. 
Vessels may be chartered for a single voyage or for a definite 
period. The payment for a single voyage is fixed at a certain 
rale per ton of cargo. If the vessel is chartered for a fixed 
period then the rale is a curtain amount per vessel per its 
tonnage per month. In the determination of charter rates the 
theory of free competition applies. In other words, these rates 
are fixed by conditions of demand and supply. 

General freight.despatched in small quantities is handled 
by line vessels having regular routes and fixed sailings. 
Liner rates are not uniform. Commodities shipped are 
classified, and the rates vary with the classes. Goods of 
higher value pay higher rates. The liners with their ad¬ 
vantage of regularity and speed can charge a higher rate 
than the charter rate, though sometimes the liner rate, is 
lower than the charter rate. When a ship is loaded with 
high grade cargo it may also lake in articles of a low grade 
at a rate lower than under ordinary conditions. For low grade 
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during a given period, certain poris mav also be exclusively 
allotted to certain lines. 

Inland Wain Trampoit —The livers in Northern India 
were important highways uf commeicc before the introduc¬ 
tion of railways. Now river navigation in this region has 
fallen into disuse, except in Eastern Bengal and Assam. The 
Brahmaputra and the Hoogly still carry large traffic. But 
the Ganges is used foi traffic only in Bengal and Bihar, though 
it is navigable up to Kanpur. The river Gogra on which 
steamers used to ply as far as Fyrabad is long since unused 
for navigation to any great cxt<nl. Of the many river navi¬ 
gation companies operating In Bengal and Assam, the Indian 
General Navigation Railway Company is the most important. 
The Indus is navigable up lo Dei a Ismail Khan, a distance 
of 800 miles. The Che nab Canal and the tributaries of ihe 
Indus are navigable throughout the year 

Besides Ihrsr there aie small titers and backwaters 
which are navigable all the year round. Among the South 
Indian rivers Ihe Godavari and the Kistna alonr are navi- 
gablr and that only lo a short distance and for a part or the 
year. The delect of (he South Tndian rivers is that they 
have rocky beds and swift curt (ills and they div up in the 
summer. During the monsoons thr rivers arc flooded and 
navigation then is impossible*. 

There arc only a few < ana Is in India solcy for naviga¬ 
tion. Thr important ones of the kind are the Eastern and the 
Circular canal, in Brngal, the Orissa Coast Canal, and the 
Buckingham Canal. The last runs parallel to the eastern 
coast of India from ihe Kistna della to the city of Madras. 
In several Provinces navigation is combined with irrigation, 
e.g. the Godavari and the Kistna delta irrigation systems in 
the province of Madias,! he Hardwar-Kanpur Canal on the 
Ganges in the United Ptovinces, thr ranals in Orissa, and 
some of the canals in Bengal. 

The total mileage of ranals open for navigation in 
India was less than 4.300 in 1938-39. Of this Madras 
and Bengal had 1400 miles earii, and all the oilier Provin¬ 
ces together had 1500 miles. About so lakhs of country 
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boats ply on these canals, more than 90 per cent of which are 
cargo boats. 

The railways have hindered the development of 
water transport in India. The cheapness of the latter 
makes il eminently suitable for India, and water trans¬ 
port has the further advantage in this country of being 
adaptable to irrigation. But the rivalry of the railways 
has prevented its expansion. An instance of this is the 
sad late of the Bombay-firoach steamer service which 
was started in 1908, but which had to be wound up owing 
to the deliberate redduction of rates by the B. B. & C. I. 
Railway. Similarly, in Madras the railways almost wholly 
snatched away the traffi- along the Buckingham Canal by 
rate cutting. 

Maiine 7 lansport in India. India has a coastline of over 
l,oou miles. Till about the beginning of the nineteenth century 
*ndia was considered to be a seafaring country. The English 
historian Moreland, speaking of ihe period at the death of 
Akbar. says that ihe bulk of commerce in the Indian seas was 
carried in ships built in India, and that India had also pas¬ 
senger shins much larger than all European ships except 
:hose of Portugal. The coming of iron built ships and of 
mechanical transport, the monopoly of British shipping 
> ompanics, the operation of British navigation laws which 
were applied to India during the British regime, were the 
1'hicf cause's of the ruin of Indian shipping. Within the last 
50 years about 102 Indian shipping conmpanies came into 
existence. All of them have perished except some ten com¬ 
panies which have managed to survive. The British ship¬ 
ping companies, by ruthlessly cutting down the rates and by 
means of the deferred rebate system, have crushed most 
of the Indian shipping companies. India has for long desired 
to have a mercantile marine of her own. 1111923 the India 
Mercantile Marine Committee was appointed, which re¬ 
commended Ihe building up of a mercantile marine, the 
maintenance by the Government of India of a training 
ship, and a far reaching scheme of ship-building encouraged 
by the payment of suitable bounty. None of these recommen¬ 
dations was acted on by the Government except for the estab 
lishment of a training ship, the Dufferin. 

21 FR 
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In 1924 a bill to reserve Indian coastal shipping for 
Indian shipping companies was introduced by Mr. S. N. 
Haji in the Indian Legislative Assembly. It was argued 
that in the U. S. A., Australia, and Japan, all coastal 
shipping was reserved for indigenous concerns. The bill,. 
however, had to be dropped because of the strong opposi¬ 
tion to it inspired by British shipping companies which 
had heavy investments in coastal shipping. The Govern¬ 
ment of India Act, 1935, specifically provided that no 
discrimination against British companies operating in Indian 
coastal waters should be made 

Sir A. H. Gliaznavi in 1937 introduced a bill in the 
Indian Legislative Assembly to prevent unfair competition 
in Indian coastal waters and the crippling method of rate 
cutting. The Government or India opposed it on the 
ground that the proposed measure was impracticable, but 
they said they were prepared to regulate coastal shipping 
in India. Pursuant to this promise they tried to induce 
British shipping companies to co-operate with Indian 
shipping companies in coaslal service. Later the Government 
announced their intention of developing an Indian mercantile 
marine and of forming a separate department for the 
purpose. 

The Second World War brought a vivid realisation ol 
the importance of a country building its own ships. On 
the initiative of Mr Walchand Hirachand steps were 
taken for the establishment of an Indian ship building 
yard at Vizgapatam, a port which possesses advantages 
over Bombay and Calcutta, such as suitable rock bed, 
cheap labour, stone and timber. The Government of India 
gave facilities for dredging, iailwa) transport, power supply 
and import of machinery. The yard has come into stride 
and a few ships have been completed. 

The Post- war Reconstruction Policy's Sub-Committee 
on Shipping submitted their report to the Government of 
India in the middle of 1947. 

The recommendations the Sub-Committee have made 
in the report are summarized below ; 
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(t) Indian shipping should be defined as shipping 
owned, controlled and managed by nationals of India; 

(ii) that ioo per cent of the purely coastal trade 
of India, 75 per cent of India’s trade with Burma and Ceylon 
and the adjacent countries, 50 per cent of India’s distant 
trade, and 30 per cent of the trade formerly carried in the 
Axis vessels in the Orient should be secured to Indian shipp¬ 
ing in the next 5 to 7 years; 

(tit) the volume of trade involved in the preceding 
recommendations would be more than 10 million tons of 
cargo and about 3 million passengers in a year and India 
will need 2 million gross tons of shipping lor this purpose 
excluding country craft); 

( iv) though ii is not desirable now to fix a tonnage 
limit tor Indian shipping companies nor should there be 
any restriction on their capital expenditure it is necessary 
at the same time to prevent monopolistic exploitation; 

(a) the various new trades available for Indian shipp¬ 
ing should be divided equitably between the different 
companies; 

(vi) the defects in the existing system of compilation 
and publication of statistical data should be set right; 

(flit) the Commerce Department should take over the 
administration of Port Trusts from the Transport Depart¬ 
ment. 

The Sub-Committee suggested the following methods 
lbr implementing their recommendations: 

i. Establishment of a Shipping Board. The Sub-Committee 
considers that the reservation of coastal shipping to the 
Indian flag would necessarily imply licensing. The setting 
up of a Shipping Board is, therefore, recommended for the 
efficient working of the licensing system and to regulate the 
coastal trade. The Board should comprise an independent 
Chairman, possessing considerable judicial training and 
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experience, representatives of Government, shipowners and 
commerce, ana would inter alia have the following functions: 

(а) to consider all applications for financial and 
other aids to Indian shipping operating in the overseas 
trade and to recommend to Government the form, 
nature and extent of aids tobegranted; and also to lav down 
the nature and forms of State control that would need 
to be exercised over the companies which may receive 
such assistance, and 

(б) to submit to Government proposals for the 
removal of all evils of monopolistic exploitation. 

2. Securing oj Additional Tonnage, The Sub-Committee 
considers that the additional tonnage of 2 millions required 
to give effect to its recommendations should be secured by 
the following m-ans : 

(a) negotiations with H. M. G. and/or British 
companies since it is the latter who ai r dominating the 
various trades of India; 

(b) importing foodgrains by Indian tonnage and 
thereby encouraging Indian companies to acquire addi¬ 
tional tonnage; 

(c) helping Indian companies to purchase U. S. A.’s 
surplus ships; 

(i 1 ) encouraging Indian companies to build ships 
in India and U. K. 

By way of implementation of the Sub-Committee’s report 
the Government m November 1347 announced their intention 
to establish shipping corporations in which Governmoit 
would take 51 J° of the capital, nominate directors in proportion 
to the capital they contribute, and allow Indian companies 
to hold shares and to serve the corporations as managing 
agents. Accordingly in 1949 the first shipping corporation 
was established with the Sdndia Steam Navigation Company 
as its managing agents. The business of the corporation is to 
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develop India’s sea-borne trade with Australia and the Far 
East. 

Ports and Harbours 

An essential requisite of marine transport is good ports 
and harbours. India now has, after partition, five major ports 
with facilities for anchoring of ships of heavy displacement. 
These are Bomba), Calcutta, Madras, Vlzagapatam, and 
Cochin. 

Bombay. Bombay is the premier natural harbour of 
India. The port, therefore, accounts for a large share of 
India’s 0 port and import trade. Apart from the excellence 
of its harbour several geographical factors have contributed 
to the importance of Bombay as a port. First, it is the near¬ 
est port to Europe. Secondly, its hinterland includes the rich 
cotton-growing areas of the Deccan. Thirdly, the humidity 
of its climate is well suited for the texlile industry and has 
made it the centre of cotlon spinning and weaving. The 
principal exports from Bombay are cotton 48 per cent, and 
cotton goods 20 per cent. 

Calcutta. Situated on the Hoogly about 72 miles inland 
horn the sea, Calcutta is a river port. Nevertheless, it is one 
of the biggest ports of its kind, affording easy access to ships 
of heavy tonnage. The section of the river between Calcutta 
and the sra is kept clear of accumulating silt at considerable 
recurring cost. The tidal wave also helps to maintain the 
waterway. The port of Calcutta is well connected with a 
network of railways, roadways and rivers. Its hinterland 
includes Bengal, Bihar, the U. P., Orissa, Assam, and parts of 
even distant Punjab. Its chief export is jute. 

Madras. This port is provided with a modem artificial 
harbour. Constant dredging is required to keep the harbour 
in a fit state for the entry of fair-sized ships. The port is 
served by railways, and the Buckingham Canal which runs 
through the city is navigable by country crafl throughout 
the year. The hinterland of Madras is neither so rich nor 
bo extensive as that of Bombay or Calcutta. The bulk of 
the export from Madras is hides. 
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Vizagapatam. In recent years this coastal _ town has be¬ 
come a first rate port. The agricultural and mineral products 
of the Central Provinces and of Orissa, which used to be shipped 
through Calcutta, are now exported via this port. It is well 
connected by railways. The harbour was first opened for 
sea-going vessels in 1933. The location of a ship-building 
yard at Vizagapatam has increased its importance, and the 
port has possibilities of further growth. 

Cochin. This is on the direct maritime route from Wes¬ 
tern Europe to the Far East and Australia. Formerly there 
was a bar between the sea and the backwaters facing the 
port with the result that ships had to anchor off the land. 
The bar has been cut through, a process which involved 
a high degree of marine engineering and enterprise and was 
accomplished by the combined efforts of the Governments 
of India, Madras, Cochin, and Travancore. Cochin was 
declared a major poit in 1936. Now it has a magnificent 
natural harbour. The port serves an extensive hinterland 
comprising the prosperous states of Cochin and Travancore, 
and the southern districts of the Province of Madras. It is 
the most convenient port for the planting areas of South India. 
The principal exports from Cochin are rubber, tea, coffee, 
cardamom, ginger, pepper, and copra. 

Minor ports . India has a large number of minor ports like 
Mangalore, Calicut, Tuticoiin, and Ncgapatam, not to speak 
of such ports as Alleppcy, Quilon, and Colachel in Travancore. 
These minor ports do not posses harbours, but they can be 
further developed to serve as more useful links in the coastal 
trade of India. With more landing jetties and warehouses 
the country craft will be able to load and unload ships more 
quickly and conveniently. A more efficient country craft 
service between port and ship will naturally attract more and 
larger ships to these ports. 

Air Transport 

Impotlance oj Air 'Jianspott. Air iransporl has the 
following advantages :- 

1. It is the quickest means of transport hitherto known. 
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9. Aeroplanes can make unbroken journeys over land, 
mountains, deserts, or seas. Hence the delay, expense, and 
inconvenience of transhipment can be avoided. 

Air transport is especially suited for long distances, foi 
places where surface transport is hindered by mountains, 
rivers, or seas, or for journeys when speed is essential. Its 
speed is a great advantage in passenger traffic. It is also 
suitable for the transport of delicate and expensive articles 
of small bulk, like wireless sets, jewellery, precious metals, 
gems, scientific instruments, etc. 

There is less risk of pilferage and thett of goods in ah 
transport, as there is no midway handling of cargo on planes. 
So insurance premiums are lower. 

Limitations oj Air Transport. The limitations of air tram* 
port are:- 

i. The operational cost of air transport being high, 
aviation companies ha\c to charge a correspondingly high 
freight, and only goods that permit of high rates are sent by 
air. 


a. The fare for passengers is also very high. It is only 
(he richer classes, more particularly those among them to 
whom time is money, who use air transport. 

3. The usual load per plane is small, and only lighl 
articles are sent by planes. The size and carrying capacity 
of aeroplanes, however, are tending to increase. 

4. Air transport, owing to its dependence on atmospheric 
conditions, does not have the same regularity as surface trans¬ 
port. Fogs and bad weather ofi.cn interfere with air trans¬ 
port. Scheduled flights have at times to be cancelled on 
(his account, and this entails expense as passengers have 
to be accommodated in hotels, etc. But great advance has 
been made in air transport in recent years, and further pro¬ 
gress is probable. Until air transport is made independent of 
weather conditions it cannot successfully compete with rail¬ 
ways or ships. 
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5. The element of risk is greater in air transport as 
there is frequent failure of engines and the possibility of 
sudden fires. These hazards are being reduced by technical 
improvements, like aii cooled engines, all-metal planes 
and better instruments of navigation. 

Aii Rates and Fares. Cost ol service is the chief factoi 11 
determining the rales and fares in air transport. Competition 

? revails, and rates and fares approximate to the cost of sendee. 
Compared to other means of liansport air transport is the 
most costly. In recent years owing to technical development; 
the cost of air transport has been considerably brought down. 
Still it is much higher than the cost of surface transport. 
Unless it is reduced further air transport will not be popular. 

In the reduction of cost the chief factor is the inteush « 
use of airrrnft. A fleet of aircraft represents a large invest¬ 
ment. For a profitable return it has to be worked to its 
fullest capacity. Of the total cost of air transport 75% is 
taken up by fixed cost and 25% by running cost. To bring 
about an cm 11 distribution between the two classes of costs, 
it is neccssai \ to increase the sendees and this will raise tin 
running cost. It means that a machine must be tun to 
its maximum capacity. It is estimated that for a fleet nl 
Dragon Fl>, a type of aircraft, the cost per fl)ing hour starts 
al £io-3S-5(l for six flying hours daily and is reduced to 
£6-os-iod for 12 hours. 

Thus il will be seen that the cost can be reduced by in¬ 
tensive use of aircraft. For this increased ground organisation 
and equipment are necessary. Besides there must be a 
large volume of traffic. Aircraft can be used to their full 
capacity only when traffic is forthcoming in sufficient volume. 
Traffic will not increase unless charges are brought down. 
There are two ways of bringing down charges: (1) by a bold 
policy of reduction of charges to attract more traffic; (2) b) 
state subsidies to encourage air transport. Almost all coun¬ 
tries give such subsidies. The reason is that commercial 
aviation supplies a reserve lo the Air Force by providing 
pilots, mechanics, aircraft, etc. 

When subsidies are given the companies can reduce the 
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charges. With reduction of charges the volume of traffic 
will increase. As the traffic increases the cost Will be lessened 
because the fixed cost can be spread over a larger volume 
of traffic. With reduction in the cost of service rharges can 
be still further reduced. 

Ait Turn poit in Inuia. Civil aviation in India is a recent 
development. The first attempt in this direction was made 
by Sir George, Lloyd while he was Governor of Bombay, by 
starting an air sen ice between Bombay and Karachi. It was 
purely an experimental venture intruded to gauge the cost of 
air transport, and was brought to an end after this object 
was achieved. 

The progress of air transport in other countries had its 
reaction in India. The Central Government in 1928 started 
a few flying clubs to train pilots. Arrangements were made 
to construct aerodromes and landing places in some important 
centres. In 1929 the Croydon-Karat hi air sendee was opened 
under Go\ ei 11 ment patronage by the Imperial Airways, a 
British limiled company registered in the United Kingdom. 
It was extended to Delhi in 1930. The transport ofmails 
between Karachi and Delhi was cm rusted to the Imperial 
Airways under an anangement by which the Government of 
India utilised the staff and machines of the Company. The 
agreement was terminated in 1931, and Government planned 
to base a Slate air sen ice. But for want of fluids tne idea 
was abandoned, and resort was made to private enterprise. 

In 1933 ariangt meats were made with the Government 
of the United Kingdom and the British Airways Ltd., Tor the 
extension of (lie Lnndon-Kararhi air scrsiic across India 
to Singapore as a link in the England-Australia air scnice. 
A company called the Indian Transcontinental Airways 
Ltd. was formed in which the British Airways Ltd., held 50 
per cent of the shares, the Indian National Airways Ltd., 
25 per cent, and the Government of India the remaining 
25 per cent. This company operated jointly with the British 
Airways a weekly service between Karachi and Singapore. 
They also opened a bi-weekly service between Calcutta and 
Dacca. Under a ten-year contract with the Government 
of India the company started a weekly service between 
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Karachi and Lahore as a link with the British Airways. 

Commercial aviation commenced in India in 1932 with 
the formation of the Tata Airlines Ltd., in Bombay, followed 
by the starting of the Indian National Airways Ltd., at Delhi 
in 1933. Messrs. Tatas had a humble beginning, the first 
air craft to be used seating one pilot and one passenger. By 
1936 they spread their routes from Karan chi to Colombo via 
Bombay. The year 1938, which saw the inauguration of the 
“All-up” Empire Air Mail Scheme, was a crucial year for 
Indian aviation. The company to benefit most was Messers. 
Tatas who provided carriage for the overseas mail from Karachi 
to Bombay and who obtained the major share of the mail 
carriage payments amounting to Rs. 14J lakhs per year. 
The Indian National Airways received a small mail payment 
annually of Rs. 3$ laklis for carriage of Empire mail from 
Karachi to Lahore for distribution in Quetta, the Panjab, 
and N. W. F. P 

When World War II broke out both companies conti¬ 
nued to operate the Empire Air Mail Scheme and to receive 
payments. Since early 1942, when Japan enteicd the conilict, 
air communication within India and Ceylon became vital 
and every possible aid was given to the two companies to 
expand their routes. Aircraft were loaned hy Government 
under Lend-Lease, all scats were fully paid for by Government 
whether occupied or nut, and in fact both concerns became 
established as pari of the Transport Command’s network 
of communications in India. 

By the end of the wai the financial position of both 
companies was improved to an extent which would not have 
been achieved in less than 15 years of normal peace time 
progress. Their improved finances, theii established position 
with Government, and the experience gained by the operation 
of modren aircraft acquired undei Lend-Lease, placed these 
companies in the most favourable circumstances against new 
comers. 

With their increased experience Messrs. TataB have 
gone ahead of late. They have floated the Air India Ltd. 
which operates several inland lines. In 1948 they formed 
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the Air India Interantional Ltd. and this new company 
operates the Bombay-London line once a week. 

The India National Airways have also extended their 
operations both in the length of their lines and the frequency 
of their services. 

In 1936 was launched the Air Services of India Ltd., 
serving Bombay and Kathiawar. The Company was soon 
tarrying 70 per cent of the total air passenger traffic 
in India. But owing to the economic factors involved 
the Company did not pay its way and its services were 
suspended in 1940. Since 1946, however, it has resumed 
operations. 

After World War II there was a boom in aviation. 
Several companies were floated to operate air transport in 
India. Capital flowed in and aviation shares rose very high. 
The more important among the new companies are the 
Bliarat Airways Ltd., started by the Birlas, and the Dalmia 
Jain Airways Ltd., sponsored by Mr. Ramkrishna Dalmia. 

Towards the end of the war the Government of India 
instituted an Air Transport Licensing Board to allocate route 
licences for inland air transport. One of the functions of the 
Board is to eliminate unhealthy and wasteful competition. 

The rush of rapital, the lapid formation of so many 
aviation companies, and the keen competition for route 
licenses, have resulted in the scrapping by Government of the 
Post-war Subsidisation Plan. 

In the opinion of experts an aviation company, to 
operate economically, must have sufficient route mileage to 
employ a reasonable fleet (say 8 to 10) of aircraft to that 
fleet’s capacity, and that each unit of the fleet must operate 
a minimum of 1,500 hours per annum. There is in India 
today a route mueage of about 7,000 miles productive of 
traffic. Much of this route mileage terminates in foreign 
territory, i.e., Pakistan, Burma and Ceylon. Such routes 
are open to reciprocal operation, which means the halving 
of the traffic potential for the Indian companies. On this 
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view the number of aviation companies now in India is in 
excess of what the route mileage justifies. Hie fact remains 
that the public is not, and will not for some time to come, 
be sufficiently airminded to avail itself of the facilities for 
air travel. 

However, it must be stated that any decrease in commer¬ 
cial air transport in the country will be detrimental to defence 
The air power of a nation consists not only of its “Armed 
Air Forces'* but also of its mercantile air fleet, aircraft pro¬ 
duction, and the maintenance organization behind bolh. 
India is obviously weak in all the three essentials. 

A grim lesson taught by the last war is that ait powti 
is the deciding factor in modern war. Man’s conquest o( 
ihe ail is yet in its early stages. The air arm will in course 
of time gain more in its might and stretch. A country that 
neglects it will do so at its own peiil. 

Foreign Companies India’s geographical position in the 
woild makes her a pivot in international and transcontinental 
air transport. To three European imperial powers she is 
indispensable in their air communications with their colonics 
and dominions in the East. Before World War II the British 
Overseas Airways Corporation had a service between London 
and Australia through Karachi, Jodhpur, Allahabad, and 
Calcutta. A French line, the Air France, operated a line* 
from France via India to French Indo-China; and a Dutch 
company, the Royal-Dutch Airlines, similarly operated 
through India a service between Holland and Java. Al 1 
these sendees, iulei rupted by the war, have since been resu 
med. Furthermore, after the war, in view of the key position 
of India, the number of foreign aviation companies, parti 
cularly American companies, operating through India havi 
strikingly increased. 

The project of post-war development of civil aviation 
in India lays down a io-year programme of aerodrome 
construction costing Rs. 5$ crores. A network of 111 aero¬ 
dromes and landing places is proposed to be constructed, 
78 of which will have night flying facilities. 

Aircraft Manufacture. The increased demand for air¬ 
craft caused by the outbreak of World War II led to the 
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establishment of the Hindustan Aircraft Company at Banga¬ 
lore with a capital of Rs. 40 lakhs, later increased to Rs. 75 
lakhs. The snares of the Company were subscribed to 
by Mr. Walchand Hirachand, tne Government of India, 
ind the Government of Mysore. The Company’s factory 
ind equipments were taken over by the Government of India 
for the duration of the war. The Company mainly docs 
assembling and repair work and it turned out India’s first 
aircraft in 1941. 

Co-ordination of Transport 

In rerent years there has been sharp competition between 
various modes of transport, the keenest being between rail and 
road. The increased road transport is due to the advantages 
which this mode of transit possesses and which have already 
been mentioned, and also to the larger number of motor 
vehicles that have come into use. 

Competition beyond a certain stage results in loss and 
economic waste. Overlapping is unproductive, as it means 
that two sets of capital arc simultaneously seeking remune¬ 
ration when one is enough. Duplication of transport might 
lead to carriages running without tralKc to their capacity. 
Competition in transport generally makes the competitors 
'utmmdful of the safety and comforts of passengers. The 
.mall profit, or may be dead loss, consequent upon excessive 
rivalry might prevent the establishment of transport under¬ 
takings on a sound basis. AM this will be detrimental to th>* 

1 omm unity. 

No doubt, competition has its advantages; but excessive 
competition, especially between rail and road, is not to the 
best interests of the public. Co-ordination of the means 
of transport, therefore, is an economic necessity. It implies 
tin* elimination or wasteful competition from:— 

(1) different mod' s of transport, e.g., railways and 
roadways; 

(2) various enterprises engaged in the same mode^ ol 
transport, e. g., rate cutting between two railway companies, 
or two bus companies, or two shipping companies. 
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The different kinds of transport have different spheres, 
as already stated; that difference should form the basis of 
co-ordination. To put the point in another way, there 
cannot be co-ordination between two kinds of transport 
in the same sphere if one has marked advantages over 
another. For example, railways are more suited than buses 
for the transport or heavy goods over long distances; 
therefore the question of co-ordination of railways and 
buses with regard to such traffic does not arise. It is a 
kind of traffic which falls within the proper sphere of 
railway. The need for co-ordination arises only when 
there is deadly competition in the same sphere between 
two different kinds of transport or between two units of the 
same kind. The principle of co-ordialion is that the different 
kinds of transport are complementary to one another and 
that each should be assigned to its proper sphere. 

Types of Co-ordination 

(1) Voluntary Co-ordination. This takes place between 
several transport agencies on a footing of equality, each unit 
maintaining its identity. The advantages of this manner of 
co-ordination arc that it stresses the complementary character 
of transport systems and eliminates unhealthy competition. 
Hence mutual facilities could be provided at minimum cost, 
c g., the use of common booking offices, stations and rest 
houses, the dovetailing of time tables, etc. Its defect is the 
natural difficulty of effecting and maintaining it owing to 
mutual suspicions and jealousies. 

(2) Co-ordination Through Dependence. Co-ordination may 
be brought about by one transport system controlling others, 
e.g. Ihe railways controlling other means of transport. It 
would mean the domination of all inland transport by one 
kind of transport and the evils that accompany a monopoly. 
It would doubtless be prejudicial to the public interest. 

(3) 1 Statutory Co-otdilution. This kind of co-ordination 
is effected compulsorily by law by setting up a body to regu¬ 
late the activities of persons or companies engaged in different 
modes of transport. It would eliminate competition alto¬ 
gether and bring in a virtual monopoly, and the resultant 
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exploitation of consumers. If the drift to monopoly can be 
checked by the Slate, statutory co-ordination is better than the 
other kinds. 

History oj Rail-Road Co-ordination in India. There was 
considerable competition between rail and road transport 
in India before 1939. According to an estimate by Messrs. 
Mitchell and Kirlm ess in 1933, the loss to the railways from 
the competition was Rs. 190 lakhs a year. The Wedgwood 
Committee computed it at Rs. 4J crores in 1937. One of the 
chief reasons for this loss is that 48 per cent of the railway 
length has metalled roads running parallel to it. The per¬ 
centage rises in the North-Western Frontier Province to 94, 
and in the Central Provinces to 73. 

The 1 ail-road competition made the Government of 
India appoint a committee consisting of two of their officials, 
Mr. K. G. Mitchell and Mr. L. H. Kirkncss, in 1932 to suggest 
a solution to the pioblcm. They lecommended 1) the 
zoning of short distance, traffic, 2) active counter-competition 
in respect of improvements of facilities and reduction of 
ratrs and fairs, 3) operation of motor transport by railways, 
4) creation of a central boaid of communications to deal 
with all kinds of transport. I11 pursuance of these recommen¬ 
dations the Government of India convened in 1933 a con¬ 
ference of representative s of the Provincial Governments. 
The principal conclusions of the conference were :— 

(1) that public inleiest demands intelligent co¬ 
ordination between the various transport systems so 
that uneconomic competition may be eliminated; 

(2) that certain classes of tailwa)s may be given 
the power lo urn motor bus set vires; 

(3) that the number of vehicles licensed to ply 
for hire should be restricted and (hat greater control 
should be exercised over motor services for the safety 
and convenience of the public; 

(4) that every encouragement should be given 
tQ the development of rural motor services; 



336 


FUNDAMENTALS OF ECONOMICS 


(5] that there should be uniformity in the Pro¬ 
vinces in motor taxation and in laws relating to motor 
vehicles; 

(6) that suitable machinery should be established 
at the Centre and in the Provinces to bring about co¬ 
ordination of transport. 

t 

A further advance towards the co-ordination of rail 
and road transports was made by the creation of the Central 
transport Advisory Council which held its first meeting in 
. 035 - I 11 1937 the Wedgwood Committee had for consi¬ 
deration, among other matters, the question of co-ordinating 
ihe rail and the road transports. The Committee reported 
that the regulation of transport by Provincial Governments 
was inadequate and that these should regulate transport 
in accordance with uniform principles laid down by lilt* 
Central Go\ernment: that licenses should be issued to public 
motor carriers with due regard for the number needed; 
ihat passenger services of motor vehicles should be regulated 
by a system of route licensing and time tables; and that 
lares should be fixed by the Provincial Governments. The 
Committee was of the opinion that the taxation of nntor 
vehicles and the control of motor traffic would place thr 
competition between rail and road on an equitable bash 
and promote co-ordination of the two kinds of transput t. 
'Ihe Committee also recommended participation in road 
sen ices by the railways, ttkd that to this end the railways 
should be empowered In 1937 the M0I01 Vehicles Act 
was amended to enable the Government to conliol the numbei 
oi motor vehicles \n operation, the routes and the areas in 
winch they ply, tV bus timings, and the tales and fares or 
motor transpot t. 

Shoitly after the amended Act came into force the 
umditions biought about by World War 11 dislocated the 
country’s transport. All buses were requisitioned by the 
Government for military purposes, and therefore bus services 
had to be stopped. The Act thus had no occasion to work. 

In October, 194 ^ the Transpeort Advisory Council re¬ 
commended to the Provinces that the scheme of rail-road 
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coordination should apportion to each kind of transport its 
proper sphere; that in the case of ihotor passenger traffic 50 
miles should be regarded as its free zone, and in the case of 
motor goods traffic, 100 miles, that railways and steamers 
should be free to object to the issue of permits for motor pas¬ 
senger services on routes exceeding 50 miles in length and 
motor goods carrying services on routes exceeding 100 miles 
in length. 

For effective co-ordination of rail and road transport in 
the sphere of passenger traffic the Transport Advisory Coun¬ 
cil also recommended the formation of joint rail-road com¬ 
panies with the participation of Provincial Governments. 
This proposal has been accepted by a majority of the provinces 
in several of which it has been put into effect. 

So far there have been no proposals to include water 
transport and air transport in a comprehensive transport 
policy, probably because the competition from them has not 
become acute. From a well co-ordinated scheme, however, 
these cannot be excluded in the long run. 


22 FE 







CHAPTER Xxi 

BASIC GQNCRPTS IN THE THEORY OF EXCHANGE 

In Exchange, as everywhere else, we have to use a 
large number of technical words. Every word has its own 
peculiar meaning in a science. For instance, the word 
market means one thing in common language, another in 
Economics andyet another perhaps in the science of Jurispru¬ 
dence. In Economics our difficulty is greater and the chances 
of misunderslanding are numerous because we frequently 
make use of words borrowed from the market-place. Other 
sciences coin their own words whenever it is felt that the 
common word does not clearly indicate the meaning that 
it should have in the context of scientific discussion. The 
science of Economics too has coined some such words; but 
their number is limited. In most cases wc depend on the 
words in common use. And that constitutes a fruitful 
source of confusion. Many controversies in Economics 
can be traced to the fact that different economists use the 
same word in different senses. Much of the controversy 
on the Theory of Money or on those of Rent and Interest 
could have been avoided if the economists had been more 
rareful about the meanings of the words they use. 

It is impossible to define a term in the strictly logical 
manner. Human knowledge is limited and language often 
fails us. But, if it is not possible for us to be quite exact, 
it is at least possible for us to be less vague. Take lor instance, 
the word Cost. It does not mean the same thing as expenses. 
The latter term excludes the remuneration of the employer’s 
own work, the former includes it. Cost of production is 
not ihe same thing as the cost of manufacture of a thing. 
Manufacture connotes the creation of form utility only; 
production means (he creation of utility, and would 
therefore include any and every kind of utility. Cost of 
production may mean only the cost or selling; cost of manu¬ 
facture never means that. When it is said that price in 
the short period always equals the marginal cost of pro¬ 
duction it causes doubt in the minds of those who think 
that cost of production connotes the cost of manufacturing 
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a commodity. For those who do not confuse production 
with manufacture the statement is clear and universally 
correct. 

It is therefore not mere pendantry to define terms. 
One is not fussy about terms when he spends time in examin¬ 
ing some prevailing definitioas and gi\ing his own. Let us 
therefore begin by defining some basic concepts. 

Cost oj Pro'luition . There are many classifications of 
cost ol'production. Eton the word cost has been used in 
very many senses by economists. Here an attempt has been 
made to give the most important classifications of cost of 
production. 

Money Cost and Real CoU. This classification has been 
given by Marshall. According to him money cost measures 
the amount of money which a producer spends in producing 
a particular commodity. Suppose a producer spends 1,000 
rupees in the production of 100 units of a commodity, then 
1,000 rupees is the money cost of producing 100 units of 
that commodity. It measures (1) the amount of money 
spent in purchasing raw materials, [2) wages paid to labourers, 
£3) interest paid on capital, (4) salaries paid to the organiser, 
(5) normal profits of the entrepreneur, (6) depreciation 
charges for wear and tear, (7) insurance charges, and (8) 
taxes paid to the government. 

Real Cost of Production, according to Marshall, is a 
‘social cost’ and measures “the exertions of all the different 
kinds of labour that arc directly or* indirectly involved in 
making it; together with the abstinence or rather the waiting 
required for saving the capital used in making it; all these 
efforts and sacrifices together will be called the real cost 
of production of that commodity.”* Some works arc more 
irksome, difficult and painstaking and, therefore, involve 
more real sacrifice. A work in which health of the labourers 
is adversely affected involves more real cost as compared 
to that in which their health is not so affected, in spite of the 
fact that the money cost of both of them may be the same. 


•Marshall, Principles of Economics, pp, 338—39, 
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Throughout the classical discussion the underlying idea 
is that the money cost of production also measures the real 
cost of production. They believed that under perfect com¬ 
petition, payment to a labourer must be equal to the sacrifice 
made by him and, therefore, also to the real cost of pro¬ 
duction. But this was a mistaken notion of the Classical 
and it is seldom true in real life. 

Modern Economists, however, use the term cost in the 
sense of ‘opportunity cost' or ‘transfer earning’ 1 , that is, the 
amuunt of money which a man forgoes in order to do a parti¬ 
cular job. For instance, a carpenter can either make chairs 
or tables out of a lug of wood. But supposing he decides to 
make tables out of that log of wood, then the cost of tables is 
the price that hr would have got by selling chairs. 

Marginal Co\i and Average Cost. Marginal cost is defined 
as the cost of the last unit of a commodity produced. For ins¬ 
tance, if a producer produces one hundred units of a commo¬ 
dity, then the cost of the hundredth unit is the marginal cost 
of that commodit). But it is better to define marginal cost 
as the addilion made to the total cost by producing one 
extra unit of a commodity. For instance, suppose a man 
produces one hundred units of a commodity and his total 
cost is, say, two hundred rupees only. Now if he produces 
one more unit, that is, one hundredth and first unit 
and the total cost mounts up to rupees two hundred 
and three, then this additional three rupees is the marginal 
cost. 


Average cost is the average of the total cost and is 
determined by dividing the total cost by the number of 
units produced. In the above instance, when a producer 
produced one hundred units of a commodity, his cost was 
two hundred rupees. It means the average cost was two 
rupees. 


The following table will show the method of finding 
out the average and marginal costs of production :— 


i For example, Mrs. Joan Robinson. 
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Units produced Total cost Marginal cost Average cost 


I 

10 


10 

2 

iB 

8 

9 

3 

24 

6 

8 

4 

28 

4 

7 

5 

35 

7 

7 

ti 

4» 

13 

8 

7 

< K \ 

>5 

9 

8 

88 

25 

11 


This tabic clearly shows that the marginal cost is the 
addition made to the total cost by the production of one more 
unit and average cost is the total cost divided by the number 
of units produced. 

One very important fact which also becomes clear from 
this illustration is the relationship between the marginal 
cost and the average cost of production. In the beginning 
both of them are falling, but the marginal cost falls at a 
greater speed than the average cost. When the fifth unit 
is produced, both the marginal and the average costs are 
equal. After dial both of them begin to rise. But the 
marginal cost increases at a faster rale than the average 
cost. The relationship between the average and the marginal 
costs is very important to remember. The following diagram 
shows their mutual relationship : 


In this diagram, Ad'is the 
average cost curve and MM' 
is the marginal cost curve. 
After the point of intersection 
the rise in the marginal cost 
curve is greater than the rise 
in the average eost curve. 

Here it may also be poin¬ 
ted out that the marginal cost 


m' 



curve passes through the lowest 0 

point on the average cost curve. UCE 

This fact is universally true and is evident from the diagram 


given above. 
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It will not be out of place here to remember that when* 
ever profits and losses are to be measured, the relationship 
between the price curve and the average cost cu%pe should be seen. 
The marginal cost curve does not help directly in the deter¬ 
mination of profits or losses. 

GW oj Pi odurtion and Cost oj Manufacturing. Some economists 
make a distinction between the cost of manufacturing and the 
cost of production of a commodity. Cost of manufacturing 
is the manulacturing cost of a commodity and is the sum- 
total of both fixed and circulating costs of that commodity. 
Cost of production, however, includes not only the cost of 
manufai luring—that is, the fixed and circulating costs—but 
also the cost of transporting the commodity from the place 
of manufacture to the market. This distinction shall be 
of very great use in the study of market price in the short 
period. The diagram given below makes this distinction 
very clear. 


[In this diagram MM' 
= cost of manufacturing, 
T'P = Average cost oi 
transportation, and MM' 
1 - TV—PP' = Average cost 
of production.] 



Fixed and Variable Costs. These costs are also known as 
fixed and circulating or supplementary and prime costs. 

Total fixed cost as of a plant, durable machinery 
and managerial staff, docs not change at all as output ex¬ 
pands. The total interest charged on the investment in 
plant and durable machinery, for example, is the same no 
matter how intensely the plant is used, which means that the 
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average fixed cost (AFC) per unit declines as output increases 
and is inverse ratio in this increase . That is, if output is 
doubled, the fixed cost per unit is reduced by one half; and 
if the output is quadrupled, the fixed cosL is reduced by three- 
forths, Since fixed cost does not increase as output increases 
or in other words, as fixed cost per unit of output declines 
steadily, this is a factor which induces industrialists to expand 
output. 

Average variable cost as of labour and raw material, varies 
directly with the amount of output, bul seldom at the same 
rate as the output. Variable cost per unit of the output 
will ordinarily be very high if the plant is producing only a 
small proportion of its potential output. Expansion of small 
output will bring declining variable costs until the lowest 
point is reached. From that point on, variable cost per 
unit of output, ( AVC ) will rise rather sharply as more and 
more labourers are crowded into the plant, and as plant is 
used more intensively in other ways. 

Average aggregate cost is the sum-total of average fixed 
and average variable costs. Since fixed cost per unit of 
product declines very sharply at first and average variable 
cost somewhat less sharply, the curve of average aggregate^ 
cost at first slopes downward less steeply than the curve of 
average fixed cost and more steeply than the curve of average 
variable cost. 



FF '=Average Fixed 

rosl curve 

FF=Average variable 
cost curve 

MM'=* Average total 
manufacturing cost curve 
Average Fixed cost goes 
on decreasing as more is 
produced. 

Average Variable cost 
first declines and then rises 
Average Total cost is the 
sum total of the above two 
costs. 


o 


PRODUCE 


X 
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From the foregoing analysis of Uic co<-t it will 
become clear that the average cost of manulacturing a 
commodity comprises of average variable cost and average 
fixed cost, if to the average cost of manufacture is added 
lh>’ average cost of transport, the aggregate is known as the 
average cost of production. The marginal cost curve will 
pass through the lowest point on the average cost curve 
is shown in the diagram given below :— 

In this diagram VV' 
is the variable cost per 
unit, FF' is the average 
fixed cost, TT' is the 
cost of transportation 
per unit, MM ' is the 
a\ cragc cost of manu¬ 
facturing, PP' is the 
average cost of produc¬ 
tion and GG’ is the 
marginal cost of produc¬ 
tion. 

Marginal Revenue , 
Ai erage Revenue and Price. 
Marginal revenue is the 
addition made to the 
total revenue by selling 
one more unit of a commodity. For instance, when a man 
sells fifty units of a commodity and gets two hundred rupees, 
and when he sells fifty one units and gets two hundred and 
live rupees, then five rupees is the addition to the total 
revenue made by selling one more unit of a commodity and 
is, therefore, marginal revenue. 

Avcragc rcvenuc is the total income from the sale of a 
commodity divided by the number of units sold. For 
instance, if by selling one hundred units of a commodity a 
seller gets ten thousand rupees, then average revenue is one 
hundred rupees. 

Price is the worth of a commodity expressed in terms of 
money. For instance, if you are prepared to give ten rupees 
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Jbr a commodity, then the monetary worth of that commo¬ 
dity is ten rupees and therefore, l**n rupees shall be said to 
be the price of that commodity. It should he remembered that 
average revenue is the same thing a r price . These two terms can 
be used interchangeably. 

As we have already pointed out it is to be remembered 
that profits and losses are measured as difference between 
average revenue and average cost. Marginal revenue or 
marginal cost should never be employed for this purpose. 

It may also be pointed out that average revenue and 
marginal revenue curves shall be the same under perfect 
competition. There the curve shall be horizontal straight 
line as shown in the diagram below. 
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This is so because under perfect competition, the pro¬ 
ducer can have neither profits no^losses. The price of his 
commodity will be equal to the average cost of production. 
And at that price he ran sell any number of units of the 
commodity he likes. It means that for every additional 
unit of the commodity he sells he will get the same price. 
And if he gets the same price for every unit of the com¬ 
modity there will be no difference between the average 
revenue and the marginal revenue and the curve representing 
these two revenues will be one and the same. Since for 
every unit he gets the same price, the shape of the curve 
will be horizontal. This is the reason why it is said that the 
average and the marginal revenue curves under perfect 
competition are represented by a horizontal straight line. 

But under imperfect competition, the average and mar¬ 
ginal revenue curves shall both be sloping downwards, but 
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(he marginal revenue curve shall be steeper (as shown in the 
diagram given below) This is so because when a mono¬ 
polist sells more, he has to reduce the price of all the units of his 
commodity. The loss thus suffered is not only of marginal 
revenue fadditional units sold) but also of the average revenue 
(ofall the units sold). Supposing a monopolist sells 1,000 
units of a commodity at the rate of 200 rupees per unit. 
Then his total revenue will be rupees 200,000. Now he 
decides to sell 1,100 units and he has to reduce the price to 
rupees 190 per unit. His total revenue will then be only 
Rs. 209,000. This means that for his extra 100 units he gets 
only Rs. 9,000 despitr Lite fact that the commodity is being 
sold at the rale of Rs. 190 per unit. This is because he has 
to suffer a loss on his previous 1,000 units also at the rale of 
ten inpres per unit. That is why the marginal revenue 
curve is sleeper than the average revenue curve, showing 
thereby that the marginal revenue deer cast s at a faster rate 
than the average revenue when more units of a commodity 
are sold undci monopoly. 


In this diagram AA' is Average 
Revenue curve and MM' is 
Marginal Revenue curve. 

A' 


O PRODUCE X 

Shot l and Long Pet iods. Periods are generally divided into 
two classes, short and long, according to the adjustment of 
supply to the demand of the commodity. Me. J. K. Mehta, 
for instance, defines long period as the “period of lime that is 
required by a production unit to complete all the adjustments 
that are necessitated by the forces acting on it at any 
given time" All periods of lime, of duration shorter (hanthis, 
he calls short periods. In other words, according to Mr. 
Mehta, the supply of a commodity cannot adjust itself to dt- 
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mand fully in a short period. When adjustments are com¬ 
pleted the period becomes long period. For instance, if 
within a period of time the supply and demand of a commo¬ 
dity arc hundred each they are in equilibrium. Now let the 
demand increase to two hundred. In the short period the 
supply cannot be equated to the demand of the commodity. 
The period during which the supply increases to two hun¬ 
dred, is called the long period and all periods shortrr than 
that are known as short periods. Here it may be pointed out 
that the term in economic sense has no relation to a specific 
period of time. It varies from commodity to commodity 
and also with the technique of production. In the case of 
some commodities, the long period may be of a few days while 
in case of others, the .short period may extend to years. 

There arc, however, some economists * who classify 
periods into three classes (i) short period (2) short-run nor¬ 
mal period or intermediate period and (3) long-run normal 
period. Short period is that in which adjustments between 
demand and supply cannot fully take place. Intermediate 
period is that in which supply can increase but only to 
the extent of the capacity of existing plant an/l managerial 
staff. Long-run normal period is that in which supply can 
increase to any extenl and existing plants anil managtrial staff 
can also change. This is an attempt to subdivide the long pe¬ 
riod into two. It aids the understanding of some practical 
problems of the business world. In the pages that follow Mr. 
Mehta’s two fold classification has, however, been adopted. 
It allows us, wherever necessary, to subdivide the long period 
into a suitable number of periods. 

Competition. Chamberlain makes a distinction between 
(1) pure competition, and (2) Perfect compeiilion. Pure 
competition is a competition free from all monopoly elements, 
and it prevails when following conditions are found :- 

(1) the product brought and sold must he standaidised 
i.e., identical to all sellers so that buyers shift to different 
sellers at the slightest change in price. 

(2) There must be so many buyers and sellers in the mar¬ 
ket that purchases and sales of any of them have no effect on 
market price; and 

•johnlke, 'Kp nomits*. 
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(3) There must be no agreement as to price or quality 
among sellers. 

The wheat market in U. S. A. from the farmers’ side 
represents a case of pure competition where wheat is purely 
standardised and there are millions of sellers. 

Perfect competition, according to Chamberlain, implies 
“an absence of friction in the sense of an ideal fluidity or 
mobility of factors such that adjustment to changing condi¬ 
tions which actually involve time are accomplished instanta¬ 
neously in theory”. It involves the following conditions for 
its existence:— 

(1) All the conditions of pure competition which we 
have already pointed out. 

(а) Besides, t he buyers and sellers must he fully knowin g 
the commodity and about the conditions of supply and 
demand." 

(3) Conditions in the market should be such that prices 
will respond promptly to actual or anticipated changes in 
supply and demand. 

(4) There must be man) sellers so that there may be 
quick adjustment of demand and supply. 

(5) There must be no friction to impede the movement 
of capital from industry to industry, from product to pro¬ 
duct, or from firm to fit in; investment must lie speedily 
withdrawn from unsui r> sshd undertakings and transferred 
to those which promise a profit. There must be no burner to 
the entrance into a market; access must be granted to all 
buyers and sellers. 

(б) There must be 110 barrier or obstacle to the exit of 
a firm from the market; bankruptcy must be permitted to 
destroy those who lack the strength to survive. 

Thus we can say that one very important fart which distin¬ 
guishes perfect competition from pure competition is the 
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existence of free mobility of factors of production in the former 
as against the latter*. 

Stationaiy State and Dynamic State. Stationary state is 
defined as a state where consumers’ preferences, technique of 

; roduetion and flow of resources into the industry are fixed. 

liis is the most correct way of defining a stationary state. 
J. B. Clark defined stationary state as that ill which popu¬ 
lation, wants of the consumers, industrial organization, 
simply of capital, resources and raw-material and productive 
efficiency are fixed. This concept of his Is very artificial for 
population in the absolule sense can never be fixed. Deaths 
and births arc bound to take place. 

Another definition, which has been given by Marshall is 
belter than that of Clark. Marshall defines stationary slate 
as that slate in which “ the rate of flow or resources per unit 
of lime ” is constant. There are changes, but they happen 
in such a manner as to keep the net result the same. If there 
are hundred births, then hundred people die *0 that the total 
population remains the same. So Marshall’s definition is 
better than that of Clark. But it is better to accept the de¬ 
finition given in the beginning because it includes the impor¬ 
tant points of both the definitions. 

Dynamic State is that state in which things arc changing. 
Population, wants, or consumers' preferences, flow of resources, 
technique of production etc, all are changing. This slate 
conforms to the conditions in real life. 

Stationaiy and Dynamic Statei and Profit. In the station¬ 
ary state since consumers’ preferences arc fixed, the demand 
curve is also fixed. The flow of resources and the technique 
of production are constant and, therefore, the supply curve is 
also fixed. Since there exists perfect knowledge** in such a 
state, equilibrium of demand and supply exists from the 

*Seein this connection Mr. J. K. M'hta’s uew. Hr talks of perfect 
competition only and his perfect competition is the Mime as Pi of. 
Chamberlain’s pure rompe ition. See Prof Mehta’s Advanced Economic 
Theory, pp. 76-77 

**By perfect knowledge is meant complete knowledge of all the changes 
that are taking place. 
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very beginning. This adjustment never changes because the 
conditions which give rise to such a slate of equilibrium are 
themselves fixed. The result is that in the stationary state profits 
and losses do not arise. 

In the dynamic stale, on the other hand, since all the con¬ 
ditions are changing, the adjustment never continues over a 
period of time. The result is that accidental gains and losses 
arise. The existence of accidental gains and losses is an impor¬ 
tant point in which the dynamic state differs from the static 
state.' 

We have already pointed out that profits and losses arc 
measured from average cost of production. When there is 
neither profit nor loss, the price is equal to average cost of 
production. But when there are profits and losses, price is 
equal only to marginal cost and not to average cost. That is 
why in the dynamic state the point of equilibrium is given by the 
equality of marginal tost and price; while in the stationary state 
average cost is equal lo marginal cost which is also equal to price. 
Tin* fart is very important and should help us in understand¬ 
ing the theory of \alue which is discussed in subsequent chap¬ 
ters. 


Static and Dynamic Equilibria. A slate of equilibrium is 
defined in terms of non-expansion or 11011-ronlraclion within 
the period of time concerned. If’we think of the equi¬ 
librium of a firm, it ran be said lo be in equilibrium when 
it shows no tendency lo expansion or contraction within the 
period under consideration. Wheucvci wc talk of equili¬ 
brium, we must think in terms of a period of lime. The 
period may be of any length, it may rontracl to a point of 
time or may extend to eternity. But these are two limiting 
cases. An) way, the fad to be remembered is that equili¬ 
brium must neeessarily be associated with a period of time. 

Equilibria are of two types—(1) static and pa) dynamic. 
When an equilibrium maintains itself outside the period 
of lime, it is known as static equilibrium. If, however, 
it fails to maintain itself outside the period of time it is called 
dynamic equilibrium. 

Suppose, for instance, that one day is the period of time 
under consideration. Oil that day there are some forces 

23 FE 
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of demand and supply acting on a production unit and they 
are in equilibrium. If this equilibrium per sists not only 
on that day but also continues on the following day, it cons¬ 
titutes a case of static equilibrium. But in case this equili¬ 
brium is disturbed at the cud of the day, it is known as 
dynamic equilibrium. 

It will, however, not be out of place to mention that 
what is static equilibrium with iifeience to one period of 
time may become dynamic with lcfeienie to another period 
of time. If we take one day as the peiind of time, the equili¬ 
brium which maintains itself on tlir second day shall be 
called static cquililnium. But if we take two days as the 
period of time, then the same rquilibiium becomes dynamic 
if it is not able to maintain itself on thr third day. So 
the period of time is always a very impoilant consideration 
in the study of cquilibiium. 

Equilibria and Stales. We know that thru* aie two states 

(i) slatioudis state and [2) dynamic slate and two equilibria. 

(j) static and ,2) dynamic. Aie then we juslilied in saying 
that static cquilibiium is associated with stationary state and 
dynamic equilibrium with dynamic state? No, this geneia- 
lisation Is not true. There arc some economists who main¬ 
tain this view but they arc not coned. 

In a stationary state where knowledge is peifi tl, as w r c 
have already pointed out, the cquilibiium shall be static 
and this equilibrium shall ne\er change. So u>< can say 
that stationary state is always auoitahd with statu iquilibiium. 
But in dynamic state, we can liase both the equiiibiia— 
static and dynamic. In the dynamic state in short period, 
there exists dynamic equilibrium for duiiug short period lull 
adjustments are not possible. But in scry long period 
under dynamic state, we may imagine % condition where 
unit has sufficiently developed, so that wc may have static 
equilibrium. But static cquilibiium in the dynamic state 
is a purely mental phenomenon, it is hardly realised in 
real life. 

Market. In popular language the term market means 
an actual place where buyers and sellers assemble to carry 
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on purchases and sales. But economists use this term in a 
different sense. Unfortunately, there is no unanimity 
among economists as to its precise meaning and there are 
various definitions of this term. For instance, Cournot 
means by the term market “not any particular market¬ 
place in which things arc bought and sold, but the whole 
of any region in which buyers and sellers are in such free 
intercourse with one another that the prices of same goods 
tend to equality easily and quickly 1 * 3 .” Je\ ons is of opinion 
that the term market “lias been generalised so as to mean 
any body of persons who arc in iulimalc business relations 
and cany on extensive transactions in any commodity*”. 
Sidgwick defines a market as a body of persons in such 
commercial relations that each can easily acquaint himself 
with the rates at which ccrlain kinds of exchanges of goods 
or services are from time to time made by the others, while 
Ely says that marke L means the general field within which 
forces determining the price of a particular commodity 
operate. Marshall gives no definition of his own and Prof. 
Pigou seems to accept Ihe definition of Jevons. 

These definitions clearly bring to oui mind the various 
interpretations of this term. While to Sidgwick perfect 
knowledge among buycis is necessary, although they may 
not ha\c coni petit ion, to Ely competition is absolutely essen¬ 
tial. Again, while Srager talks of a ‘place’ and Cournot of 
a ‘region’, Jevons talks of only buyers and sellers. These 
differences arc too great to be ignored and, therefore, it is 
desirable if we line! out the \arious salicnl features of the 
definition of the teun market and discuss them one by one and 
see which of them are necessary for our definition 01 market. 

The salient features, as found in the above definitions 
arc(i) place or region, (a) buyers and sellers, (3) commodity 
01 commodities, (4) competition, (5) one price, and (6) 
perfect knowledge. Let us take these points one by one 
and discuss whether they are necessary for our definition of 
market or not. 

i. Quoted by Mar lull, rrinriplti of Economic p, 324 

a. ]evon\ Theory of Political Economy, pp 

3. j. K. Mehta, Advance Economic T/ttory, p. 6q 



356 FUNDAMENTALS OF ECONOMICS 

(1) Place or region. In ordinary language whenever wc 
think of market we think of a place where buyers and sellers 
gather together to purchase commodities offered for sale. 

A place or a region is not a necessary ingredient of a 
market. In modern times grading and Sampling processes 
have so much developed that buyers and sellers seldom meet 
at any place. For instance, Indian merchants get goods fiom 
England, but English sellers and Indian purchasers seldom 
meet at any place. So place is not a requisite of the de¬ 
finition of market. 

(a) Buyers and \<lle>\. Buyers and sellers are both 
necessary to form a maikcl. Without them no business can 
take place. 

But sometimes question aiiscs about the number of 
buyers and sellers and also about their location, lion many 
buyers and sellers should there be to form a market ? Can 
one buyer or seller form a market { Again, where should 
these buyers and sellers be located.'* Should they exist in one 
country or one continuous region ? The answer is that the 
number of buyers and sellers has r no significance. There 
may be one buyer and seller or more. Again, locality also 
has no bearing on the matter. Wherever th< vc arc buyers 
and sellers of a commodity tluy constitute one market. 

(3) Commodity. There is lot of conti o\ ersy over this. 
Should we consider one commodity usconstiniling one market 
or should wc include all its substitutes .* For instance, 
should we say that all the different biauds of tea form one 
market or different brands form different markets? The 
right answer is that two diffctcnl brands should be taken 
to constitute two markets unless they ate perfect substitutes 
for each other so that the consumer is indifferent as to which 
one he consumes. Benham adheres to this view when he 
says that “Two units do not really belong to the same com¬ 
modity unless they are perfect substitutes that is unless every 
potential purchaser would be quite indifferent as to which 
of the two he received for his money.”* 


♦Benham, Economics, p. 24. 
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(4) Competition. Competition is not necessary for the 
existence of a market. It may exist or may not exist. In 
a perfect market the competition shall be cent per cent. In 
an imperfect market, competition would not be perfect and 
in ease of monopoly, competition would be zero. So com¬ 
petition is not essential for the existence of market. 

(5) One Singh Price. It is necessary that in one market 
there must be only one price. The shift of demand ensures 
that buyers shall not have to pay different prices. Similarly, 
the shift of supply ensures that the buyers shall not offer 
different prices to the scllcis. Even in case of monopoly, 
the monopolist charges one price iu one market. So in a 
market only one price shall rule. 

(6) Pcrjecl Knowledge. It is not necessary that there 
must be perfect knowledge for the existence of a market. In 
a dynamic state buyers do not have perfect knowledge. 
But we cannot say that in that state markets do not exist. 

This discussion tells us that market signifies a state in 
which a commodity has buyers and sellers and there is only 
one price ruling for that commodity 1 . 

Wide and Narrow Market. There are some economists 
who use the term wide and narrow market and also point 
out the characteristics which a commodity should possess in 
order to have a wide market. But this whole discussion 
is redundaut because the term market is not associated with 
the idea of area. “It is a state of affairs and to speak of a 
slate as being wide or narrow is meaningless indeed”.® 


1 Prof. J. K. Mehta has given a similar definition of the term 
'market*. To him “The word market signifies a state in which a com¬ 
modity has a demand at a place where it is offered for sale.” Vide his 
Advanced Economic Thcoty, p. 72 . Instead of using the words buyers and 
sellers, he piefeis to use the words ‘demand’ and ‘sale’ because he says 
that “ many economists arc buyers and sellers of books but they would 
not like to be called markets.’’ 0//. cif,, p. 72 . But there is no difference 
in substance betwern his difinition and the one which we have adopted. 
*op. eit., p 73 . 
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GENERAL STATEMENT OF THIS THEORY OF 
VALUE IN PERFECT COMPETITION 

i 

The price of a commodity in a market is determined 
by the forces of demand and supply—demand for a commodity 
and supply of a commodity. The demand for a commodity 
is a measurement of consumer’s preference and is, therefore, 
dependent upon the satisfaction or utility which he derives 
by the consumption of that commodity. Supply, on the 
other hand, is dependent upon the cost of production of that 
commodity and it signifies the producer’s sacrifice. These 
two forces arc like “two blades of a paii of scissors” both 
of which arc necessary for cutting. 

The consumers try to pay as little as possible foi a 
commodity and never pay moie than the money equivalent 
of the satisfaction which they derive lioin it. That is the 
highest limit above which prices can never rise. The pin- 
dueers, on the other hand, try to charge as much as possible. 
So there is “higgling and bargaining” and the price is 
ultimately determined at that point where demand and 
supply are in equilibrium, that is, at the point where the 
amouuts demanded ar.d offered for sale arr equal. 

At a price higher than the equilibrium price, the supply 
of the commodity would be more and the demand Jess, 
resulting in a surplus in the market. On the other hand, 
at any price below the equilibrium price, the demand of the 
commodity would be greater and the supply less, so that the 
demand of the consumers would not be fully satisfied. 
Therefore, ultimately the price must be determined at that 
point where the demand for and the supply of ihr commodity 
arc in equilibrium. 

To take an illustration, we suppose that the condition 
of demand and supply of wheal in a particular market on a 
particular day and time are as follows : — 
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Price (Rs. per maund) 

Demand 

Supply 

6 

50 

300 

5 

100 

200 

4 

150 

150 

3 

200 

100 

2 

500 

70 


Here when the price is four rupees per maund, the 
demand and supply of wheat are both equal to 150 maunds. 
Hence the prirc would be determined at four rupees per 
maund. If the pi ire were below four rupees, the demand 
would be more and the supply less so that a large part of the 
consumers’ demand would remain unsatisfied. This would 
cause a great competition among the consumers to purchase 
and the price of the commodity would be pushed up and 
ultimately shall come to four rupees per maund where the 
demand of the consumers would be fully met. On the other 
hand, if the price were above four rupees, there would be 
more supply than the demand for the commodity, resulting 
in a surplus in the market. This would result in a more 
intensive competition among the producers anxious to sell 
off their stocks. The price would therefore come down till 
it stood at four rupees per maund, where the supply ceases 
to be in surplus, being just equal to the demand for the 
commodity. So the price would ultimately be fixed at 
four rupees per maund.. 

The above example can be illustrated by means of a 
diagram : 


In this DD' is the 
demand curve and SS' 
the supply curve. They 
meet at point P. So Pill 
is the pnee'and OM the 
quantity demanded. 


x 
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U 
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It can also be illustrated by another diagram with the 
use of the .marginal revenue curves. 



Demand and supply 
curt es determine prire 


Adjustment of individual 
producer’s output to price 


DD '-Demand curve of AAl ,^Average total cost 
the whole market. Af(!= Marginal cosl 
SS' -Supply curve of the Alii.AR Marginal and Aver- 
whole market. age Revenue curves. 

PP' Market price. PP' Price per unit wliich 

the producer will get 
for his commodity. 


Here in the first diagram market condition of demand 
and supply has been shown. In the second diagram the 
condition of the. individual producer has been shown, [t is 
to be noted that in perfect competition an individual pro¬ 
ducer’s average cost and marginal cost arc equal to the 
average and marginal revenues at the point of equilibrium. 
Thus, the producer makes no profit and suffers no loss. 
He sells his commodity at the market prirc and, therefore, 
the length of PP' in both the diagrams is the same. 
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VALUE IN PERFECT COMPETITION SHORT 
PERIOD STATIONARY STATE 

The shott pciiod piiic, which is known as market 
price, is the pint which pie\ails at a particular time. A# 
b) deiinition, a hoil period is that pciiod in which adjust¬ 
ments cannot nkc place fully, the supply of a commodity 
cannot tliinye to the same extent as the demand for it at a 
gi\eu piiu The mult is that the supply 01 the cost of 
ptodurtiou in \i plays a sunndaiy loir in the detcimination 
of piici at tin> stat*c, the demand plains' a moie impoitant 
idle IIinu if thi demand for llic commodity is more, the 
ptire of that commodity will also be high and if the de¬ 
mands less, pure will al o be less. 

In the nationals stall as already defined, the demand 
anil ihe supjjlvcniv( >aie fixed Smic theieispeifert know¬ 
ledge, tqmlibmim ol elinnmel and supply exists fiom the 
viiy beguuuiu And tins rquilibimm nrxri changes be- 
lausi the conditions which giu rise to such a stale of cquili- 
biium are tlnmselus hxed 

Because of this peculiai natuic of the stationary state 
llu condition of equilibiium in the slioit peiiod will be the 
suin' as that in the long pciiod undci similar conditions 
Tint is, the followig eonelilnms will operate :— 

i. Then will be only one pi ice ruling in the maikct 
and all the piodui ers will be selling all the units at the same 
pi ice. 


2 The pioducris will neithei make profits noi will 
they suflei losses. 

3 E\cry firm will be pioducing at the same price 
and by following the law of substitution will become optimum 
him. 

p< rlict knowh di?cw* mean that the producers know fully well the 
umsuruci s’ prefci cnees and ahu the flow ol itsouiccs into the industry. 
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4. Although the price ruling in the market will be 
equal to the cost of production of each and every firm, yet 
the price will not be determined by any one of them. The 
price will be determined by the inter-action of the total 
production of all the firms and the total demand of all the 
consumers. 

Hence, in reality, there ean be no distinction between 
the short period and the long pciiod in the case of the station¬ 
ary state. Such a distinction is, howc\ er, applicable to the 
case of the dynamic stale. 

For an example and diagi amatical illustiatiou of the 
market price as also of the equilibrium rendition of indivi¬ 
dual films reference may be made to the diagrams and 
example given in the pievious chaptei. 
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VALUE IN PERFECT COMPETITION SHORT 
PERIOD DYNAMIC STATE 

In the short peiiod perfect competition but under 
dynamic state, the (ondition ol cquilibiium will materially 
rljller fiom the condition undei slationary state. Under 
dynamic state forers behind demand and supply can change. 
Therefore, equilibrium will not be a static equilibrium but a 
dynamic one. This will also be so because of short peiiod. 
Under pet fed competition dynamic state we may have 
stalii equilibrium besides dynamic equilibrium piosided 
the per iod is a long one. But win n the period is short we can 
have only dynamic equilibrium. 

The following ari the peculiarities of the dynamic 
slate: - 

r. Under this si ate producers will be suffering losses 
and haring profits. 

2. All the producers will not necessarily be selling the 
imnmodits at thesanu piiic, though generally they will be 
selling at tin same price. 

3 It is not neussaiy that the average revenue which 
a producer gets must be equal to its average cost of produc¬ 
tion. This conclusion aiises from the first condition. 

Cod oj Pioducim and P) ice. In the short period under 
dynamic stale it is possible for a concern to make a profit 
or suffer a loss Since the supply cannot be adequately 
changed and the demand plays an important part, therefore, 
the pi ice would shoot up with an inn ease in the demand. 
On tire other hand, if the demand was to go down, the price 
would fall. As such, the producer can earn a profit by 
selling the commodity abo\ e his cost of production or suffer 
a loss and sell below his cost of production. 

If a producci sells his commodity below his cost of 
pioduriiou and suftcis a loss, it is worth enquiring: How 
much below the cost can he afford to go? The extent of 
the loss that a pioduccr would suffer depends on the nature 
of the commodity. If the commodity is perishable like milk, 
and he is unable to store it, he would be prepaied to suffer 



364 


fundamentals of economics 


a Ion to the tune of his total cost of manufacturing, that 
u, his prime and supplementary costs. But he must have 
his cost of marketing. For if he was not to get his cost of 
marketing he would not bother lo send milk to the respective 
customers, and would prefer to throw it away. Suppose 
that when a certain amount of milk is produced the prime 
cost of a unit is four annas and its supplementary cost three 
annas. ^ The cost of manufacturing comes to seven annas 
per unit. The cost of marketing, let us say, is one anna 
per unit. Then the total cost of production come to eight 
annas per unit. Now if the worst happens and the demand 
for milk goes down very much, the producer will be 
prepared to sell his commodity even at one anna per 
unit assuming that the marketing cost is Constant. But 
he will not be prrpared to sell milk at a price below his 
cost of marketing, that is one anna, because if the price 
were to fall below one anna per unit, he would slop selling 
milk and throw it away. The rase is illustrated below by 
means of a diagram:— 



MC. is the marketing-cost curve. 

FMC is the marketing-plus-fixed-cost curve. 

AC. is the aggregate-cost curve. 

D is the demand curve. 

In equilibrium, the price would be PQ^ of which 
BQ_ would rover the cost of marketing one unit of milk, 
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EB would cover the fixed cost of manufacturing one unit 
and PE, the variable cost of one unit. The lowest level 
to which the demand curve can fill is BQ, i.e., the AIC 
level. If it fell below it milk would not be sold. 

However, in the case of those commodities which are 
nou-pctishdblc like cloth, the producer shall be prepared 
to suffer a loss to the tune of his fixed cost only, for he must 
recover his variable manufacturing cost as also his cost of 
marketing. The producin', in the short period, cannot 
help the loss of his fixed rost because he has got to incur it 
if he has to have an establishment. But if the price of the 
commodity is low and the producer has to suffer losses, he 
will certainly stop further pioductionand save the loss of his 
prime cost. 


Thus we can say that in the short period there can be 
losses and gains. But the extent of the loss which a producer 
would be prepared to bear depends on the nature ofthe com¬ 
modity. The point of equilibrium, mathematically spiaking, 
shall be, where marginal rost is equal to price. The average 
cost will not be equal to marginal cost, it may be more 
or less than the marginal cost depending on the fact whether 
the producer is suffering a loss 01 making a profit. If the 
producer is making piofit, the aveiage cost shall be less 
than the marginal cost. But in the case of losses the average 
cost shall be higher than the marginal cost. This fact is 
shown in the diagrams given below AA' is the average cost 
curve and MM' is the marginal cost curve. Price or 
Average revenue, curv eis SS\ Price cur\ e cuts the marginal 
revenue curve at F. So P'R shall be the price. 

v| 




Pricor Average 
Recnuc curve 


R * 
[Fig. 1, showing gain] 


0 
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In the above diagram PR is the price and P’P per 
unit is the gain. Total gain is shown by the shaded area. 



Price or Avriage 
Revenue curve 


(Fig. 2, showing loss) 


Here price is P'R per unit and loss PP r per unit. Tolal 
loss is shown by the shaded area. 



CHAPTER XXXIV 


VALUE IN PERFECT COMPETITION 
LONG PERIOD 

What is noimal price ? Long period price or normal 
price is the price that rules in the market in the long 
period. It approximates, in normal times, the average of 
the short penod prices spread over a number of smaller 
periods of time. For instance, if we take the monthly 
quotation of wheal prices at a particular place for all the 
twelve months of the year and then calculate the average, 
then that average price might be our normal or long period 
price. An illustration will make the point clear. Let us 
suppose that the price of wheat at Allahabad on the last day 
of every month of the year 1947 was as follows :— 


Months Price per maund (in rupees) 


January ... ... ... 20 

February ... ... ... 21 

March ... ... ... 22 

April ... ... ... 22 

May ... ... ... 21 

June ... ... ... 20 

July ... ... ... 18 

August ... ... ... 18 

September ... ... ... 19 

October ... ... ... 19 

November ... ... ... 20 

December ... ... ... 20 


240 

Normal price *=-240/12=20. 

So normal price is equal to rupees twenty per maund. 

How to draw long period cost curves ? The long period 
average cost curve is the locus of the lowest points of the short 
period average cost curves. That is, we find out the short 
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period average cost curves of a particular commodity spread 
over many periods of time. Then the lowest points of the 
short period curves arc joined. The curve which we will 
now get shall be the long peiiod average cost curve.* It 
has been shown in the diagram giv en below : 

In this diagram A, D, C, D, E, F, and G, arc short period 
average rust curves. Curve joins the lowest points of 



all these short period average tost tinv us. is ih< long 

period average cost curve. 

As regards the long period marginal cost cuivr there 
is no difficulty because it always passes Ihiougli the lowest 
point on the average cost curve-. So, in this ia-e too it shall 
pass through the lovvtM pc,ini on the average cost nine. 

STATIC! EQUILIBRIUM 

In the long putiod we will have dill, rent types of 
equilibria under diflerenl stales. In the case of'a Maiinueiy 
slate we will have only static equilibrium, but in tlie- 
case of long period dynamic stale we may have dynamic 
equilibrium as also static equilibrium.' Static equili¬ 
brium in a dynamic stale may conic- into e\isic*nre iu a very 
longpcriudandis a rare phenomenon We will not discuss 
this, in the presrnt book and will coniine out selves to sialic 
equilibrium. Hie following arc the main characteristics 
of the long period .static equilibrium 

♦Recently Mr. J. K. Mehta has shown his disagi rem<-nl with this 
definition of the lone; pc iod average cost curve For his view reTer to his 
book, ‘Adtranced Economu Theory’, pp. i!<l>-jji. 
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1. Under this every firm will be producing at the 
least cost and will be an optimum firm. 

2. The cost of production of each and every firm 
will be the same. 

3. No firm will have any profit or will suffer any 
loss. The average cost of production of every firm will be 
equal to its average 1 e\ niuc. 

All these points have been discussed in greater details 
in the pages below. 

Long Period Sialic Stale and (..n\l oj PioJudion. Under 
long period, perfect competition and static equilibiium, it is 
necessary that the price of the commodity must be equal to 
the average cost of production as well as the marginal cost 
of production of the commodity. This means that the pro¬ 
ducer can earn neither profits nor suffei losses. If he earns 
extra profits, other producers shall be attrar led in that 
business and that will result in increased production. As 
the production of the commodity increases, the price—in 
accordance with the law of Demand and Supply--will go 
down and it will continue to dec line till it is equal to the mar¬ 
ginal as well us the average cost of production. Similarly, 
if the producer is suITciing losses he will go out of production 
and .shift to some other business. This will result in a reduction 
of the .supply of the commodity. As the supply decreases, 
the price will inn ease and will continue to do so till it is 
equal to the average as well as the marginal cost of production. 
So the price of a commodity in the long run must be equal 
to its average as well as the marginal lost of production. 
The same thing has been shown in the diagram below' : 

In this diagram MM' is thr 
marginal cost curve and A A', 
the average cost curve. PP' is 
the price curve or average 
revenue curve. They meet 
at the poinl S. ON will be the 
unit demanded and SN the 
price. 

24 FE 
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Size of a Firm. In the long period under perfect competi¬ 
tion, a firm shall be of the optimum size, having the lowest cost 
of production. It is in the interest of a firm to go on expand¬ 
ing its production so long as the marginal cost of production 
is below average cost of production. But as production ex¬ 
pands the disparity between the marginal cost and average 
cost becomes narrower and narrower till it disappears al¬ 
together. It is at this point that the size of the firm is best and 
its cost of production least. That is because the point of inter¬ 
section between marginal cost curve and average cost curve is 
that where average cost of production is least. In othrr words 
the marginal cost rune passes through the lowesl point 
on the average cost curve. It means that where marginal 
cost curve and average cost curve meet the cost of pro¬ 
duction is least. Afier this point average cosl curve will 
be lower than the marginal cost curve. This implies that 
it will not be to the advantage of the pioduccr to 
expand production beyond this point. So the conclusion 
is that under perfect competition in the long period 
in static equilibrium, every firm shall be the best-sized 
and least-cost firm. The position is as shown in ihr previous 
diagram. 

The same idea is also expressed mathematically by say¬ 
ing that long-period price line is tangential to the average 
cost curve. 

Long Period Static Equilibrium and Industry. In ihr long run 
under perfect competition and in a static economy, the indus¬ 
try shall also be in equilibrium*. The point oj equilibrium here 
also shall be that where marginal and overall costs of the industry 
are equal to its average revenue or price. This has been shown 
in the diagram given on the next page. 

We have seen abo\ e that the point of equilibrium in case 
of an industry is the same as in the case of a firm, namely, that 
given by the equality of the a\ rrage revenue and marginal 
cost. 


*It may, however, be pointed out for the sake of rlarily that when a 
firm is in equilibrium, it is not neerssary that the industry must also be 
in equilibrium. 
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In this diagram MM' is the marginal cost of an industry 
and AA' the average cost curve of the same industry. PP' 


is the average revenue 
curve or the price curve of 
the industry. Its down¬ 
ward sloping shape should 
be carefully noted. Sis 
the point of equilibrium. 
SJVis the price and ON, the 
units demanded. 

But this should nol give 
an impression that there is 
no difference between the 



two eases. As a matter of fact there is a lot of difference be¬ 


tween the curves in these two cases. While the long period 
average revenue curve of a firm is horizontal, that of an industry 
is downward sloping. Further, while the long period average 
cost curve of a farm is a composite of its short period average 
cost curves, the longpcriod average cost curve of an industry is 
composite of long period average cost curves of all firms. So it 
is flatter. Again, while the long period marginal cost curve of 
a lirm is composed of short period marginal cost curves, the long 
period marginal cost curve of an industry is composite of long 
period marginal cost turves of all the firms taken together. 


Average Gut Further Analysed. It has been shown that the 
point of equilibrium of an indust ry in the long period static 
state is one where the pffce'lme'is'tangential to the average 
rost curvc-of-the industry. Builioware we to find out the aver¬ 
age cost curve of the industry as a whole? The average cost 
curve of the industry is obtained by adding up the output^ 
of all the firms for each level of average cost. 

In-this diagram y 

PP' is the average . , B , c , D 

revenue curve. A, v /y. / / v / y t / 

B, C, D arc aver- P 7 *i y t \ / P / (A R) 

age cost curves of 
different firms. 

Their respective 1 _ ■ — 

marginal cost 0 x 

curves are shown by dotted lines. 
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Under conditions of long period static equilibrium it is 
necessary that all the firms must be of the optimum size and 
their cost equal. Supposing that due to some reason the cost 
of production of a firm is less than that of others. Then 
either this firm will oust all other firms and become a mono¬ 
polist, or it will go on expanding production with the result 
that its cost of production shall also come to be the same as 
that of the other firms. Whales er might happen, it is neces¬ 
sary that at the point of equilibrium all the firms must be of 
the optimum size and should have the same cost of pi educ¬ 
tion. The cost curves shall be in the form of a “family of hy¬ 
perbola”* as Sraffa pointed out. It has been shown below:— 



In this diagram A,B,C are three optimum linns and PP' 
is the average revenue curve Supposing D is a new firm 
whose cost of production is the least. Now two alternate rs 
arc possible. Either the firm D will becomr partially 
monopolistic and make some profit or the firm D will expand 
production, till its cost curve assumes the shape of DD' and 
its average cost becomes equal to that of other firms. 

DYNAMIC EQUILIBRIUM 

In a dynamic state as the equilibrium is also dyuamic 
the determination of price is quite a difficult task, in that 
state firms are of different sizes and under different stages of 
economic development. Some are expanding, while others 

* A hyperbolic curve is a U shaped curve and represents average cost 
of production curve of a firm. 
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are contracting. Some would be earning profits while others 
suffering losses. In such a condition, the price cannot be 
equal to the cost of production of the marginal firm because 
that would mean that every firm was earning a profit. It 
cannot also be equal to the cost of production of the most 
efficient firm because in that case all the other firms would have 
to suffer a loss. Nor can it be equal to the cost of production 
of the average firm because the average firm is not known. 
Whose rost ol production will then determine the price? 

Representative Firm. Marshall gave an answer to this ques¬ 
tion. He said that ihc pri<e will be equal to the cost of pro¬ 
duction of the ‘Representative Firm'. He defined ‘represen¬ 
tative firm' as dial firm which “has a fairly long life and fair 
success, which is managed with normal ability and which has 
normal access to economies, external and internal, which be¬ 
long to that aggregate volume of production".* Such a firm 
will neither expand nor contract while other firms may 
increase or decrease their outputs. 

Marshall, at the time of giving the concept of the re¬ 
presentative linn, drew the analogy of trees growing in a virgin 
forest. At a lime some trees may be just sprouting, others 
have grown to a certain height and are mature while still 
others are old and decaying. Similarly firms arc of various 
sizes. Some are y oung and are developing, others have reach¬ 
ed a certain size and are making luller use oi economies of 
large scale production, others are mature and have normal 
access to economies and efficiency, while still others are old 
and have outgrowu their efficiency. Broadly they may be 
divided into three gioups:- 

(i) Young firms are those firms which arc growing in effi¬ 
ciency, have access to more and more economies and are in¬ 
creasing in size. 

(a) Mature firm are those firms which arc neither young 
nor old, which have gathered experience, have built up some 
goodwill and have access to normal economics. 


Marshall, ‘Principles of Economics’, P. 318 
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(3) Old firms arc those firms which have outgrown their 
efficiency and arc decaying. 

In the case of each of these groups there are firms which are 
of extraordinary efficiency, some of poor efficiency and still 
others of normal efficiency. Of these Marshall had in mind 
the normal firm which is an average firm in every respect. 

The following are the main characteristics of his ‘repre¬ 
sentative firm 5 :— 

1. It is an average firm tliat particular sort of average 
firm at which we need to look in order to see how far the eco¬ 
nomies, internal and external, of production on a large scale 
have extended generally in the industry and in the country. 

2. It neither expands nor contracts. 

3. It neither earns profits nor suffers losses. 

4. It is neither young nor old. 

5. There may be many such average firms. 

Equilibrium Firm. A. G. Pigou, who is a disciple of Mar¬ 
shall, invented a new concept of the'equilibrium firm, as a 
slight modification to Marshall's ‘representative firm* with 
a view to solving the problem. According to him while an 
industry is in equilibrium, it may be that no firm is in 
equilibrium—the individual firms may be either contracting 
or expanding. But when an industry is in equilibrium, we 
can imagine a firm which is also in equilibrium, that is, a firm 
which is neither expanding nor contracting. The condition 
may be as follows:— 


Firms 


A 

B 

C 

D 

£ 


Output in 1st 

Output in 

year 

2nd year 

100 

50 

150 

100 

200 

250 

300 

300 

400 

450 

1,150 

1,150 


Total 
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Marshall's and Pigou's View r. If we combine the views of 
Marshall on representative firm and of Pigou on equilibrium 
firm, we come to the following conclusions :— 

1. Such a firm neither expands nor contracts. 

2. Such a firm neither earns a profit nor suffers a loss. 

3. Such a firm may exist or may not. We can however 
imagine such a firm existing. 

4. There may be one such firm or many. 

Criticism of the Representative Firm 

The concept of the representative firm, as given by 
Marshall, has been subjected to much criticism by various 
writers. The following are the main points ol criticism:— 

1. The concept is purely imaginary. Such a firm no¬ 
where exists. Marshall has made a wide guess. 

2. Even if the concept is real, the whole argument 
suffers from circular reasoning. In short it romes to this:— 

Normal price is equal to the cnsl of the representative 
firm, which is a firm whose cost is equal to normal price. 
Marshall has assumed what he wanted to prove. 

3. The meaning of the word ‘representative’ is not clear. 
Is it representative plant or technical production unit or a 
representative business organization ? Further, is it represen¬ 
tative of cost or size ? Marshall docs not make these points 
clear. 

4. If we think of the long period and perfect competi¬ 
tion w'here production is being carried on under increasing 
returns, then there cannot be many firms. The condition 
of monopoly shall begin to operate and the most efficient firm 
shall oast all others from ine market. 

5. In the long period there can be no fii m which does 
not cam any profit. 
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Criticism Examined. None of the criticisms which are 
given above is correct. They are due to a misunder¬ 
standing of Marshall’s point of view. The concept of the 
representative firm, however, suffers from some other defects, 
which will be discussed later on. Here the above criticisms 
are examined and (heir mistakes pointed out. 

1. It is wrong to say that this is an imaginary concept. 
Sir Sydney Chapman and Ashton carried on researches in the 
size of the firms in 1914 and came to the conclusion that such 
a firm does exist in actual life. Hence such a criticism is in¬ 
valid. 

2. The criticism of circular reasoning would have been 
true had we arrived at the concept in the manner given in the 
criticism. The reasoning which is followed in arriving at 
this concept is quite different. It is as under:— 

(A) Price in dynamic equilibrium is rqual to 
average cost. 

(B) Avriagr cost of which linn t 

Average cost of the whole industry. 

(C) How are we to know the average cost of the 
whole industry ? 

By looking at the a\ er.ige cost of the representative firm. 

(D) What determines the average cost of the re¬ 
presentative firm ? 

It depends on the volume of production of the represen¬ 
tative firm. 

(£) What determines the volume of productions 
of the representative firm ? 

It depends on the optimism and pessimism of the firms 
within the industry and those outside Inc industry. 

(F) On what do optimism and pessimism of the 
producers depend ? 
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On whether the average cost of the representative firm is 
above or below price; or whether the representative hrm is 
making a profit or suffering a loss. So the criticism of cir¬ 
cular reasoning is incorrect. 

3. The remark that the meaning of the word represen¬ 
tative is not clear is really very pertinent. In answer we can 
say that it is repmentalive of cost. 

4. It is wrong to think that under perfect competition 
and at the point of equilibiium, a firm can get either increas¬ 
ing returns or diminishing returns. It can get only constant 
returns. A firm in isolation cannot get increasing returns. 
If they operate, they will operate for the industry as a whole. 
And if the industry is getting increasing ictums all other 
firms in that induslry shall also begin to get it. 

5. To say that in the long period there can be no firm 
w Inch docs not earn a profit is to use the term ‘profit’ in a differ¬ 
ent sense. Pi of it means ‘abnormal profit’ or ‘extra profit’. 
Il is over and abo\c normal profit and normal profit 
is included in tlic cost of production. So this criticism is 
also invalid. 

Therefore, we can say that the concept ol the representa- 
tive Him does not suffer from any of the defects pointed out 
abou‘. 

Real Dejects. Il does not mean, however, that the con¬ 
cept of the representative firm, as given by Marshall, is free 
from till defects. Two points are worth considering here. 

1. Marshall does not say explicitly whether his concept 
is applicable in dynamic state or in static state or in both. 
This is likely to create confusion. 

2. It is wrong to think that the representative firm is 
always in equilibrium . It must represent the industry and, 
therefoie, expand with its expansion and contract with its 
contraction. Pigou did put his finger on this weak point 
when he said that Marshall’s representative firm is in fact not 
representative firm, but an equilibrium firm. But Pigou could 
not clarify the point further. 
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NEW DEFINITION OF THE REPRESENTATIVE FIRM 

The above discussion clearly shows that Marshall’s re¬ 
presentative Arm is not a very useful and clrarcul concept. 
There is, therefore, need for a new definition of this concept 
of the representative firm. 

Mr. J. K. Mehta lias given a new meaning to the concept 
of the representative firm and if we adopt his point of view 
then the above two defects <u e also removed. 

According to Mr. Mehta a representative firm is that 
firm which represents the industry fully. That is, it expands 
when the industry is expanding and contracts when the in¬ 
dustry is contracting. Like Marshall’s representative firm 
it does not remain in equilibiium all ihc time. If upmenf\ 
the tendency oj the whole industiy all the time. 

The sreond point which is important to remember is 
that the representative firm helps in the determination of 
price only in long penod dynamic date. In long period static 
state, it has no importance. 

Mr. Mehta's View Further Explained. In dynamic slate 
and under perfect competition, an industry may be expand¬ 
ing or contracting because of various reasons. When it is ex¬ 
panding or contracting, the firms composing the industry may 
also be expanding or contracting and may also be going out 
or coming in. When the industry is expanding, thr How 
of resources within the industry will increase. But when 
the industry is contracting there will be no fresh flow of re¬ 
sources in it. Now when the industry is expanding, the 
representatn c firm will also be expanding and when the in¬ 
dustry is contracting, the representatne Dim will also be 
contracting. On this basis it can be said that if the repre¬ 
sentative firm is expanding, there will be fresh flow of 
resources within the industry and if it is contracting, there 
will be a net outflow of resources. And when the represen¬ 
tative firm is neither expanding nor contracting, the indus¬ 
try as a whole will be in equilibrium in the sense that the 
flow in and out of the resources is at standstill. This being the 
case, we are justified in saying that Ihe representative firm is 
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the centre of attraction of all thp firms within the industry 
and also of new entrants ; and the average cost of the represen¬ 
tative firm determines the price. 

When the representative^ firm is expanding, new firms 
will tend to come in and the industry will expand. It will 
result in lowering of the price. The tendency on the part 
of firms to expand will grow weaker. A position of stability 
will be reached when the representative firm will show no 
tendency to grow. That will happen when the price is equal 
to the a\erage cost of the representative film. The reverse 
argument will apply when the representative firm is contract¬ 
ing. It will conti act only when the price is lower than its 
average cost. Some firms will go out of production. 
Price will rise till it is equal to the average cost of the represen¬ 
tative firm. At this point the representative firm will 
reach equilibrium and so also will the industry. Thus we see 
that the price will always go up and down but it will always 
endeavour to equal the average cost of the representative 
firm. 

It is, however, pertinent to 1 rmark that the representative 
firm and Uie average cost of the representative firm,too, may 
not always remain fixed. They may change. But the 
tendency of the price to equal the average rosi of ihe repre¬ 
sentative firm will alwajs be present. So wc can conclude 
that the average cost or the representative firm determines 
the pi ice. 

The whole argument may be worded in mathematical 
language. Prire is determined by the interaction of demand 
and supply. Demand being taken as fixed, supply will 
depend on cost. It is, however, not the cost of an individual 
firm but of the industry as a whole. Average cost of various 
firms may be above or below the average cost of the industry. 
But there may be one firm whose average cost may be equal 
to the average cost of the industry. That is the representative 
firm. And since its cost is equal to the industry, wc are 
justified in saying that its cost determines the price. 

The diagram given on the next page illustrates the point 
very well. In the diagram DD *demand curve of the 
industry and SS' the Supply curve. PP' is the price of the 
industry. ABCD are various firms. Firm C has the same 
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average cost as the industry and is, therefore, the represen¬ 
tative firm. 



But representative film may not always exist. Thai 
being so, we cannot find any identity between the co.t of an 
industry and that of a firm. "Yet if we must prediratr our 
statement of a (it m we can still speak of the 1 epresentative 
firm, and undci stand by it not any particular firm but only 
use it as a small stale picture of an industry".* 

There arc some critics who maintain that the price 
under long period and dynamic equilibrium is equal to the 
average cost of the representative firm but it is not determined 
by it. That is, iherc is no causal relationship between the 
price under long period dynamic equilibrium and the average 
cost of the 1 epresentative him. 

But this argument is not roircet. It may appear to 
some that the cost of one fum cannot determine the price of 
a co mmo dity. The cost of production of all the fii ms or total 
demand and supply of all the firms should determine the 
price. But this fart is not sufficient to dispute the concept of 
the representative film. 

In a dynamic stale some firms make profits and. some 
others losses. Yet neither new firms may come in nor 

♦ Sre j K Mehta, Advanced Economic Theory, P. 142 
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old firms go out. Ordinarily when there is profit, new firms 
shoud come on. Similarly at the lime of losses, resources 
should flow out of the industry. But this does not happen 
because the expectation oj profits is neutralised by that oj losses. 
This means that the industry as a whole is neither making 
d profit nor suffering a loss. In such a situation their is a 
firm whose cost of production is equal to the cost of produc¬ 
tion of the industry as a whole. This firm will neither be 
making profits nor suffering losses. As this firm represents 
the conditions of the industry we can call it a representative 
firm and since its cost is equal to the cost of the industry, 
we can say that the rost of production of this firm determines 
Lhc price. 



CHAPTER XXXV. 

LAWS OF RETURNS AND VALUE 

In some books ihe effect of the laws of returns on price 
is discussrd. There an attempt is made to find out the effect 
on the price of a commodity when it is produced either under 
the law of Increasing Returns or of Diminishing Returns. 
This gives an impression that under perfect competition and 
at thr point of equilibrium production can be carried on 
under increasing or diminishing returns. But that is not 
correct. Under perfect competition and at the point of 
equilibrium, production ran be rarried on only under cons¬ 
tant returns and at that point no other law can operate. 
Therefore, the whole discussion of the laws of returns and 
their effect on price-determination is redundant. 

The cost curve of a firm is U shaped. That shows that in 
the beginning, a producer gets increasing returns or dimini¬ 
shing cost which later on changes into constant returns or 
constant cost and finally he begins to get diminishing rclurns 
or increasing cost. This is universally correct and that is 
why the average cost curve of a firm is always U shaped as 
shown hi the diagram below. 

Marginal cost curve 
Average cost curve 

\ '\ 

V / 



(Relationship between average and marginal cost curves.) 

We also know that under perfect competition every 
firm shall be of the optimum size. In order that the firm 
may be of optimum size with its unit cost of production 
least, the producer should go on producing so long as the 
marginal cost of production is lower than the average cost 
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of production. He will stop production at that point where 
both the costs are equal, because if he carries on pioduction 
further, the marginal cost will be higher than the average 
cost and the producer shall have to sufTtr a loss. And where 
average cost and marginal costs aic equal, the producer will 
get constant returns. This is shown in the following dia¬ 
gram :- 



In the above diagram MC curve 
shows marginal cost and A curse 
average cost, curve BC ''hows 
lelurns that a producer is getting. 
In the BC curs e, llu* producer gets 
increasing returns upto point D, 
after which he begins 1o get dimini¬ 
shing returns. At the point D he 
gets (onstant returns. The diagram 
shows lhat when a producer begins 
to get constant returns at that 
point his average and marginal 
(osls are equal. This is the ideal 
position for him as a pi odueci. 

At the point at whhh average 
and marginal tost curves meet, 


constant irluins begin to operate. Where average cost is 
above the marginal cost, incieasing returns operate and 
where marginal cosl cuise is above the average cosl curve, 


diminishing returns operate. And since a producer shall 
slop production at the place wheir marginal and average 
costs are equal, it means lhat at that point constant 
iclutns will be opciating. This shows that at the point of 
equilibrium under pin fed competition, only constant te- 
turns will operate. Therefore, ihc discussion of the effect 


of Diminishing and Increasing Returns on the dctciruina¬ 
tion of prite is useless. 



CHAPTER XXXVI 

MONOPOLY VALUE 

Tlie word ‘monopoly’ Is a compound of Iwo word**, 
‘mono’ meaning single and ‘poly’ meaning producer. So 
monopoly literally means ‘single producer*. In peifcet 
competition there are innumerable producers. But in 
monopoly there is only one producer. So monopoly is 
just the reverse of prrfect competition. 

There is yet a better way of defining monopoly. It 
signifies complete absence of competition. While in case 
of perfect competition a producer has no control over pi ice, 
under monopoly the producer exercises control over the 
price of his commodity. 

Since monopoly means complete contiol over nriu\ it 
naturally follows that the demand curve of a monopolist must 
be a vertical straight line*. From this it follows that like 
perfect competition, monopoly also does not exist in the 
real life. It is a purely imaginary concept. 

But because monopoly is an unrealistic concept, it is not 
necessary that we should discard it altogether. If we can 
study perfect competition, which is also imaginary, there is 
no justification for our not studying monopoly. As a matter 
of fact monopoly and perfect competition arc two extreme 
cases, both of which arc unrealistic. In between them lies 
imperfect competition which is the only realistic study 

Here arises one more question. When we are discussing 
the question of the determination of price under monopoly, 
should we drawaverticalstraighl linerepresenting the demand 

•See J. K. Mehta, Advanced Economic Theory, P. 77. 

It will not be out of place here to mention that according to 
Marshall, a monopolist should have control of 'substantial' amount of a 
commodity. Bui the meaning of the word 'substantial' is very \ague and 
tiie confusion becomes worse when an attempt u made to distinguish 
imperfect competition from monopoly. 
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curve (that is perfectly inelastic demand curve) or should 
wc have a downward sloping demand curve so as to represent! 
imperfectly clastic demand curve ? Logically wc must draw 
a \crtical straighi line to represent the demand curve. But a 
completely inelastic demand curve never exists. Most of 
the economists therefore draw a downward sloping demand 
curve. But a downward sloping curve is also drawn to re* 
present imperfect competition. What difference do. they 
then make between monopoly and imperfect competition ? 

In fact Mrs. Joan Robinson makes no difference.be¬ 
cause for her every produerr in an imperfect market is a 
monopolist (in oui sense a partial-monopolist) and Pro- 
fo-sm Chamberlain siys ury much the same thing when he 
exp 1 a ins impi rfretion as a case of competition between mono¬ 
polists. It is however maintained that the greater the degree 
of inouopolv element the more verticaland, in general, the 
lurther away from ihc axes is the demand rurve. 

Monopoly end Competition Continued. There is a great 
(lilt lente b> tween monopoly and perfect competition. The 
following aie the main points of difference. 

1. The demand cuive of a firm under perfect compe¬ 
tition is horizontal, meaning theicby lhal he can sell any 
amount of his commodity ai the gi\cn price and none at all 
at a slightly higher pi lie. Foi then all his customers would 
shift to other produccis. Similarly, if lie reduces the prior 
even by a small fraction, he will get all the customers of other 
producers and olliu piodutns will go out of the picture^ 
leavinghimamonopolist and not a perfect competitor. But 
the demand cun r of a monopolist is downwardly sloping. 

2. Under perfe* I competition, a producer cannot 
discriminate between his \aiious customers. lie has to 
charge the same price hom all his customers for the fear of 
losing them. A monopolist, on the other hand, can dis¬ 
criminate between diffeient rustomeis There is no danger 
of any other prortmer taking away his customcis. 

*). A producei under perfect competition can sell any 
amount of his commodity at the ruling price. But a mono* 

Vl25 
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polist cannot do so. If he Hants to sell more, he has to reduce 
the price of his commodity. So when a monopolist sells 
more at a ieduced price, the loss to him is not only on the 
additional units sold, but on the total units sold by him. 

4. Under perfect competition each fa dor of produc¬ 
tion is paid standing to tlu* full value of his marginal pro¬ 
ductivity. But in case of a monopoly, each factor gels an 
amount equal to his marginal revenue product, which is 
less than the value of marginal ptoduci* 

Fixation of Monopoly Prill 

jV it Monopoly Revenue. The aim of a monopolist i. to 
maximise the net monopoly revenue. Net monopo’y re- 
venue is the excess of income over cost iirclusiu oi what is 
called the normal earning of the management. Under 
perfect competition and long period, a product! 1 res his 
prime and supplementary costs as well as normal pmlils. 
All these combined make: up the cost of production. 
Everything over and above* this cost, which is obtained due* 
to monopoly rights, is called the ‘net monopoly imnu \ 
It is of the nature of surplus ranting. Tin arm of tlu* 
monopolist is to maximise this suiplus 01 to ee 1 .is much ol 
monopoly tevenue as he possibly cart. 

How Don a Monopolist Ft\ Pnui Marshall w.is, pn»- 
bably, the hi si English economise 10 mu tin tinea y ol mono¬ 
poly value in a compithcnsiu lonu lie pointed mu the 
method oi‘tiial and ci 101'. lie said (hat with a view to 
maximising his monopoly revenue, the monopolist shall look 
to two things, (1) tin elasticity ol demand lor his commodity 
and (2J his cost of produetiou, that is whe*tlicr he is pro¬ 
ducing under the law of inn easing returns, diminishing returns 
or constant returns. 

Price and Elasticity of Demand. If the monopolist finds 
that the demand for his commodity is highly elastic so much 
so that a slight increase in price shall bring about a 
substantial fall in the demand for his commodity, it will be 


*Reier chapter on wagu>. 
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to his interest not to raise the price of the commodity very 
high. On the other hand, if the demand for his commodity 
is highly inelastic, he shall be in a position to charge a fairly 
high price without adversely effecting his monopoly revenue. 


Price and Cott oj Production. The monopolist has also to see 
whether he is producing his commodity under the law of dimi¬ 
nishing returns or under the law of inci easing returns. If he is 
getting increasing returns, it will be to his ini crest to put a 
larger amount of his commodily in the market as his cost of 
production shall go on decreasing as he produces more. On 
the other hand, if he is producing under the law of diminishing 
returns, his cost ol production shall go on increasing as he pro¬ 
duces more and therefore, he will be in an advantageous 
position if he puts a smaller amount ol his commodity in the 
market. If, howcv er, he is producing under constant returns, 
his cost of pioduetion will remain the same and he will con¬ 
centrate his attention only on the claslicily of demand of his 
commodity. 


The Fixation of Piite. Armed with this knowledge, the 
monopolist will make a number of cvpri iments. He will in¬ 
crease the amount of his commodity and find out his 
monopoly gain. He will then reduce the amount and findouthis 
monopoly gain. Age in he will inrrease his supply a bit and 
assess his monopoly gain and so 011. Thus after a number 
or experiments and by a process of 'liial and eiror’, he will hit 
upon a point where his monopoly gain is maximum and that 
point determines the price he will charge. 



Here the area ABCE, 
repnsenting net mono¬ 
poly rev enue is the maxi¬ 
mum possible. So he will 
charge OA price and 
sell AB units. 
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His experience shall tell him that neither a very high 
price, nor a very low price would bring him maximum mono¬ 
poly revenue. He shall have to stud), \cry carefully, the 
conditions of cost of production and elasticity of demand and 
then discover the precise point where his monopoly revenue 
is maximum. This is shown in the diagram on the previous 
page. 

Coit of Pioduelion and Monopoly. It will not be out ofplare 
here to mention that while under pei feet competition, price 
in the long run tends to be equal to the cost of production 
(it can never be more or less than the cost of production), 
under monopoly cost of production only forms the lowest limit 
below which price can never fill. But it does not form the 
highest limit as in the case ol perfect competition. That is 
why a monopolist is in a position to cam monopoly rr\ rune. 

We can illustrate this point with the help of a diagram, 
which is better than that given by Marshall. 

In this diagram RR' is the 
total revenue curve, which rises 
in the beginning, then remains 
constant and afterwards falls, 
representing thereby, increas¬ 
ing, constanl and diminishing 
returns lespectivcly. SS' is the 
total cost cuivr or the supply 
curve. The monopolist will 
produce that amount where the 
ilijfuence bihvi'n total revenue and 
total cost m maximum. In the 
diagram/'Af shows the greatest 
0 Output X difference between these two 

and it is at this point that his monopoly gain shall be highest. 

Shortcoming of the Mai \hallian Appioach. The gi catcstshort- 
roming Of the Marshallian approach is that we are not able to 
tell the precise point at which the net monopoly revenue is 
maximum. Everything is left vague by 'he process of Trial 
and error’ 
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Discriminating ‘Monopoly 

As we have already pointed out a monopolist, because 
of his special privilege to control price, can diargc different 
prices from his different customers. The phenomenon o f 
charging different prices frni n rliffrrrnl cwUHaers-ia known 
as price d iscr imination . If under monopoly price discri¬ 
mination is practised, the monopoly is known as discrimina¬ 
ting monopoly. 

Conditions Necessaryfor Price-discrimiiuition. Two conditions 
arc necessary for successful price-discrimination. They are: 

(1) The 1lasticity oj demandoj different sectors ojpopulation 
must he different. This is so because the price that a con- 
.limrr pays for a coinmodily depends on the elasticity of de¬ 
mand for that commodity. If in the two markets the elas¬ 
ticity of demand is the same, then the price also will have to 
be the same and there cannot be any discrimination. Only 
when the elasticity of demand of the consumers for that com¬ 
modity in the various markets is different that discrimina¬ 
tion is possible. 

(2) The two markets must be kept separate. This is neces¬ 
sary so that the consumers who are charged higher price 
may not be in a position to shift their demand to another 
market where prices arc lower. If this is possible, price 
discrimination cannot be practised. 

Conditions Favouring Price-discrimination. Besides the 
monopolistic position of the producer, the following are the 
other conditions which facilitate piiu discrimination. They 
aic: 


(1) Native oj the commodity. Nature of the commodity 
or service may be such that it cannot be transferred to any 
other consumer. For instance, the direct service rendered 
to a patient by a doctor. It is not possible lhal another 
patient may come in place of the other with a view to saving 
the dot tors’ fee. * 

(2) Coin rnmevi regulation , The government may prevent 
movement of goods from one place to another as happens 
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in times of war. The government may also prevent others 
to enter in a particular business as happens in case of public 
utility concerns like electricity, the post office etc. 

(3) Cost oj to (importation. The monopolist may so divide 
various markets geographical!) as to make the cost of trans¬ 
porting commodity from one market to another considerable. 

(4) Same set vice Jor differentiated commodities. When the 
consumers want the same service in connection with clearly 
diffentiated commodities, price discrimination is very easy. 
For instance, the railway company is very easily able 1o 
discriminate and charge diflcient prices for hauling different 
commodities from one place to another. Even when the 
distance is thr same, charges arc different dependim? on the 
kind of the commodity. 

(5) Some soil of haphazard dun imination, ariordim, 
to Mrs. Joan Robinson, is also possible when commodities 
are supplied according lo sped lit outers so that ihe consumer 
is not able to know what price is being charged fimn other 
customers. 

Types oj Discrimination. Many writers have a IIempted 
a classification of price discrimination. But the most stan¬ 
dard classification is that given by Prof. A. G. Pigou*. 
He divides price discrimination into three classes, namely, 
(1^ price discrimination of the first degree, (2) price dis¬ 
crimination of thr second degree, and (3) price discrimina¬ 
tion of the third degree. They are explained below: 

(1) Price discrimination oj ihe first degree. It is the most 
powerful. Under it different prire is charged for each 
unit of a commodity. It is possible for instance in case of 
doctors and lawyers. They can charge a different price for 
each unit. 

(2) Price discrimination oj the second degree. Under it markets 
arc divided under different groups. Earh member of that 


'''See At G. Pigou ‘Economics of Welfare'. 
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group is charged the lowest price which any member of that 
group is willing to pay. The best example is the division of 
railway compartment in different classes first, second, and 
third. 

(3) Price discrimination oj the third degree. Tim is the most 
common type. Under it markets are divided indiscriminate¬ 
ly and each market is charged a price on the basis of elasti¬ 
city of demand. 

But this classification ol' Prof. Pigou, as has been pointed 
out by Mrs. Joan Robinson, sufleis from one great defect. 
He has simply cared to divide the commodity between 
dilTrreut markets, but has paid no attention to ihe division 
of indie idual Ini) eis. He does not make clear as to how this 
di\ision can be dune. But in the absence of any other better 
classification, we shall slick to Prof. Pigou’s classification. 

Pi ice discrimination maj also be classified as^i j personal, 
iii) geographical and (;jj trade. When different prices are 
1 bulged from different individuals, as in the case of doctors 
or lawyers, it is a rase of personal discrimination. When 
difleienl prices aie charged in different countries, it is 
known as geographical price disci iminalion. When discrimina¬ 
tion I» practised as between various trades, as is done by 
i.iilwa) companies in charging diflerent transport charges, 
it is a case of trade price-discrimination. 

Theory of Price-Discrimination 

A monopolist practises price discrimination because 
he knows that by charging different piiccs and selling diff- 
cnent amounts in diflerent markets, he will be able to increase 
his nionopoly gain. Unless he can increase his gain, it is 
futile on his pai t to prac tise price discrimination. 

With a view to maximising his gain, he will divide his 
field into various markets according to the elasti city of demand 
foi the commodity. He will sell less in those markets where 
the elasticity of demand is lower and marginal revenue is 
smallrr, and more in those where the elasticity of demand is 
higher and maiginal revenue greater. He will adjust his 
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sales in such a manner as to make the marginal revenue 
obtained by selling an additional unit the same in all the 
markets. “ And his profits will be at a maximum when the 
marginal revenue is equal to the maigmal cost of the whole 
output” 1 . Mathematically ^piaking this position will be 
obtained wlun nundinal co\t cuivt cut\ the agsrc’ale marginal 
revenue cum. This can be shown below bv means of a dia¬ 
gram. 8 



O M,, Mj X 


In lhi> diagram 

D 1 is the demand cuive of one, inaiket 

MR t is the mai filial i evenue e un e of the hi st mai ke t 

D t is the demand cuive of the sound mat Let 

MR % is the mai gmal i e\ tnue < m * e of the second m i ke t. 

AMR is llit a^gu idtt marginal k venue cuive of both 
the maiktts 

AD is the aggregate demand eui>e of both the 
mdrkei> 

MC is the marginal cost curve. 

P,A/ 2 will be the price in the second maikel 

PiMj will be the price in the first market 

OMj will be the unit sold m the first market 
M X M $ will be the unit sold in the second maikel 


J bee Mrs. Joan Robinson‘Lronomic s of Impuftct (jompeutioii’, p Ml 

•tout, p. 181 



CHAPTER XXXV 11 

VAI.UE IN IMPERFECT COMPETITION 

We liavc; already pointed out in earlier chapters that 
in real life neither lJu omdi'ions of perflcl competition 
nor those of perfect monopoly exist. TJ e conditions that 
we c\p< rience in daily life .vr those t>f imperfect u>mpctiiion, 
a condition mid-way between perfect competition and per¬ 
fect monopoly. That is iM-iy pioduccr lias some set custo¬ 
mers who ,il>va> • "0 to him and ) < t there are some other 
tuslomers who bu> from dr cluapesi inaikel and are not 
lixed to any dealer. Different producers charge different 
prices for the same commodity in one market, meaning 
thereby that there is not one single pure ruling in the 
maiket. While at some time difltreni producers charge 
the same price Tor a commodity, at the other time one 
producer charges dilhirut price, flu il * >nu commodity 
from dilhlent set of cusiomns. Whih some pn rimers suffer 
a loss or get some piolii, some others sell at tlnir cost of 
pioduction making no j>i -Jh.. In short, under imperfect 
competition, misccl conditions of monopoly as well as perfect 
competition are found. 

DeU unhid lion of Pike. Und< ■ impel feet competition pro¬ 
ducer will notsril their commodities at their cost of produc¬ 
tion. The) willtiy toed some s ui plus, a > in disc of monopoly, 
and ibis surplus has been tailed ‘net monopoly ie\cime’ by 
Mis. Juan Robinson. This surplus gain will arise under 
imperfect competition because under this condition there 
aie few producers of a commodity each one controlling a 
substantial portion of the supply and thus aflccling the 
market price. Under perfect competition every piodurcv 
pioduces a very small portion of the total supply and, thciT- 
fore, has no influence over the market price. Under mi no- 
pol) a producer is tin* sole producer and, thmfurc, can 
1 ’uJl) aflcct the market .price of the commodity. Under 
imperfect competition the situation is mid-way; there being 
a small number ofproducer> each one having some influence 
on the market price of the commodity 1. e 1 rise cadi 
one produces a substantial part of the total produce. 
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Yet anolher reason is that market is not perfect because 
consumers are ignorant and do not have perfect knowledge 
of the price at which different producers are selling the 
commodity. Bicause of this ignorance they continue to 
patronise one producer and pay him thcpricc he demands, 
thus allowing him to make some surplus gain. 

Under imperfect competition the producer will try 
to maximise his surplus gain, called, net monopoly revenue. 
With this aim in wew he will go on producing and selling 
his commodity so long as the addition made to the total 
cost by producing one more unit of his commodity is less 
than ihc addition made to the total revenue by selling one 
more unit of his commodity. Under perfect competition 
.1 producer run ,ell any quantity of his commodity at 
the ruling market price. But under imperfect competition, 
if a producer wants to sell rnoir he will haw* to reduce the 
price of hi- commodity. And when he reduces the price 
of his commodity he will hate to charge that price not only 
for the last o> marginal unit he wants to sell but foi .'ill the 
units of his commodity he is selling. So ctery lime the 
piodurer sells one more unit of his commodity, he will have 
to find out the loss due In a reduction in prices on all the 
units he is selling and the extra income he is getting by selling 
the last unit. If the net result shows that lie is not a loser 
then only he vtill take the trouble of producing and selling 
one more unit, other,rise not. 

Modern economists have coined two new words in order 
to point out e'.aclly where the net monopoly revenue 
shall be maximum. The addition made to the total revenue 
by selling one more unit of a commodity, they call marginal 
revenue. The addition to the total cost incurred by pro¬ 
ducing one more unit of a commodity, they call marginal 
cost. The aim of the producer will be to equate marginal 
' revenue with marginal co\t for theu only will his net monopoly 
revenue be maximum. This, therefore, is the point of equi¬ 
librium. It can be represented graphically os shown on the 
next page. 

In the diagram AR is the average revenue curve and 
MR the marginal revenue curve. MC is the marginal cost 
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curve and AC the average cost curve, KM represent* the 
price which the producer will charge and OM the amount 
that he will produce. UKSN is the area which represents his 
net monopoly revenue. 

This has been obtained 
by multiplying gain per 
unit with the total units 
sold. KM is the price 
and SM, his cost per 
unit. The monopoly gain 
per unit, therefore, is KS. 

OM is the tmal units sold. 

So the net monopoly gain 
is S.M \ KS=SNUK. 

O M X 

The view further explained. But what is the proof that 
when margianl i e\ mue is equal to marginal ^ cost, net 
monopoly revenue is highest ? The proof is quite simple 
and becomes clear if we draw marginal revenue and marginal 
cost curves as has been done below 

These cuives cut each 
other at the point S. Upto 
the point S , marginal cost 
curve is below marginal 
rev mue curve, meaning 
thereby that it will be in 
the interest of the producer 
to continue production till 
he reaches the point S. But 
after the point S is readied, 
conditions become reverse. 
After that marginal cost becomes higher lhan the marginal 
revenue. This shows that his cost on the marginal unit 
shall be more than his revenue on thr marginal unit. So be 
will be a loser. This shows that so long as the point S is not 
reached. the producer is a gainer. But after that he begins to 
lose. Naturally, therefore, he will stop production at the 
point S (thepoint of intersection of marginal revenue and 
martinal cost) because heie his total gain shall be 
maximum. 





CHAPTER XXXVIII 

IN I'ER-RLLAI 1 £D VALUES 

So far w«* li.i\c as aim d, m order to simplify matters, 
that bic-inc .1 units pinducr mil) mu* pioduct or sen ice. 
But in fact mo a of llu* businessmen produce more than one 
product, and in *omc cases a good many. These gauds are 
seldom prodiucd independently, the pioduition of two or 
more of them biinc, taken up luge din. The sal ue of such 
joint products is determined in the sam f * manner as the value 
of independent piorlucts so far discussed. But they involve 
some new problems and, tlo i cfoi c, thr dc termination of their 
value will be discussed sepaialcly 

Value oi Joim Projhjuis 

Muminq oj Joint Products. According to Mai shall, joint 
products mean things which cannot easily lit piocluced se¬ 
parately; but aie joined in a cominem oiigin.such as 

icef and hide or wheat and straw.* The inhei cnl char act c ris- 
tic of joint products is that they arc jointly produced and in a 
fixed proportion, so that the production or a given amount of 
one* product will necessarily lead to the production of a certain 
fixed amount of the ollu i product. 

There are som* ec uiomists who classify joint products 
into two categoric*, namely, (i) those whose rcldtive propor¬ 
tion can be changed and (2) those whose relative proportion 
cannot be changed. But this is not correct for the extent 
to which their rela'ive proportion can be changed, they 
are not joint produces hut separate. This is the natural con¬ 
clusion of our definition of joint product. But we will have 
to admit that it is not possible to find a perfect illusliation of 
a joiut product because the relative proportion of most of the 
joint products edi be changed, thanks to the development of 
scientific knowledge. For instance, the relative pioportiou 
ofbeef and milk from cattle can be varied by breeding be *t lei 
type of beef rail K This has been made possible in Texas. 

•.Vliu*d MdiU all ‘JVinciplr* o r Ki onomieV, p 38!! 
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Similarly, the amount of straw in proportion to wheal can also 
be changed by ss si malic plant breeding. Likewise, if the 
importauu* of col urn seed increases cotton plants witn laigri 
and moi e s^eds will soon be developed. “Cotton seed oil 
became so impoitanl eluting the Second World War that 
there was some discussion ol ibis possibility .”* It is, therefore, 
wrong to think lhal it is impossible to change the proportion 
of cotton seed in a cnllon plant. 

Pike ojJoint Pioi'ui h Now' that the meaning of joint pro¬ 
ducts is deal it will In possible fin us to see how their pticcs 
aie del a mini cl. 

JowlPio hn h and Maiket Puci s. r J he mai ket prii e or short 
pciiocl price ol joint product is easy to determine. The slioil 
period piiii shall be dcleimincd by the general condition of 
suppl) and dc niancl of the joint pioducl evijtinc, m (In in. 1 sc. 
In the slioil petiod commodities base already hi cn pioduud 
and the cost of production shall play a si lomlaiy mil Vau- 
ous units of ihc commodity shall be ofltri d fen sale at diflerent 
prices and the demand for the respective commodities shall 
determine theii piice. The pioclutn can suffer a loss to the 
tune of his cost of inanuhutuic, but he mo>t iccovci his cost 
of tianspoitation and olhci expenses incidintal to selling. 

Thus we see that in tlie case of a short peiiocl, (heic is 
not much diffiiulty. But when we come to the long period 
and to Ihc discussion of the tn • ol piochuIron ic d difficulty 
aihes. 

Joint Pioduits an I Lon > Paio / Tlnoiyof Value. In this case 
it isdiffii ult n> give any dclmitr tin mv ofp.ue. Howe\er, some 
broad punciples tlnn unckilic the diUrmina'iou of price aie 
given In low :— 


1. In the first place it should be lemcmbercd that the 
total pi ire of bo di the pioducl* must be equal to the aveiage 
total cost of producing the parent product. TIr* price can 
neither be mme n'>i less than die avrtage total co^t ofpro- 


*Ji)hn !‘c ‘I.coni'mirs, p 24^. 
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during the parent product. This is in accordance with the 
general principles that price under perfect competition cannot 
be more or less than the cost ofproduction. For instance, if we 
suppose that only cotton seed and cotton fibre are produced 
out of raw cotton, then it is necessary that the total price of 
cotton fibre and cotton seeds must be equal to the cost of 
production of raw cotton. 

2. Scroudlj, the normal value ol any one joint product 
cannot exceed the cost of producing the parent product. 
Taking the former instance, if we suppose that only cotton 
libri and cotton seeds are produced out of raw cotton, then 
the normal value of any one commodity, say cotton fibre, 
cannot be more than the cost of raw cotton. For even if 
we suppose that codon sneds do not fetch any price and arc 
just thrown away, the price of cotton fibre (.uinot exceed the 
cost of producing raw cotton because other producers would 
then be attracted by the profit arising in this trade and pro¬ 
duction would increase witli the result that price would go 
down till it equalled the cost of production of raw cotton. 

3. Thirdly, the price of a joint product, whether com¬ 
petitively produced or not, must not be less than the diicci 
cost of processing it, for if it was the matcii.il lioin which it 
is made would be thrown away. For instance, if eolton- 
sced-uil cannot be sold at a price that co\ers the direct cost 
of making oil out or cotton seeds, the oil will not be pro¬ 
duced and onl) rollon seeds will be sold in the market. 

Thus wc have found out the upper anil the lowei limits 
beyond which prices of joint products 1 annul move. The 
upper limit is foimod by the aveiagc lotal cost of the parent 
product and the lowest limit by the direct cost of processing 
the material. The actual would lie in between these two 
limits. 

On (he demand side, however, wc can lay down another 
principle which will help us a great deal in determining the 
price of joint product The price of each commodity is deter¬ 
mined by its marginal utility to the consumers; it is deter- 
mined in accordance with the principle of ‘what the traffic 
will bear’ or what it will fetch in the market. 
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Joint Demand 

Meaning of Joint Demand . Goods are said to be in joint 
demand when lor the satisfaction of one paiticulai want, 
at least tw»< ommoditics arc jointly demanded. For instance, to 
satisfy the wan' off ar tiding, car and petrol are jointly deman¬ 
ded. Similail, Irame and lenses ate jointly demanded in 
ordet to satisft the want of a pair of spectacles. Again, when 
some production is to be eai lied cm, a numbei of commodities, 
are joint!) cl' maudtd. Joinllv demanded articles arc also 
known as* complimentary goods. 

Value and Jowl Demand. Some c onipliiation is involved 
in the dcleimiuation or value of those commodities which aie 
jointl) doinandrd because we do not know llnii demand 
schedule separately. Foi instance, it is easy to find out the 
utility which a person derives fiom a paii of spectacles; but 
it is not easy to find out the utililv which he separately elm's os 
fiomiht h uses and the liamcs. How to nod out their utilities 
sepal atclyi the main pi obit m which faces u> hue 1 

Marginal analysis htlp> us to lend out the utility of each 
separately. If the hud combination i> changed and a little 
moie or a little less ol one commodity is mi seel with the 
othei and then the utility to the cousumei is assessed, it will 
be possible loi us to find out the utility of each scpai a tely. For 
ins la rite in a cotton lac lory we c an lake one mac hinc as fixed 
We can then find out the output whin, say, one hundred 
labcmuis an employrd Tlun wc tan change the propor¬ 
tion of labouiiis to, say, one hundred and tin If time is 
any ini lease in output, it is due to ten labourers. Thus we 
can find out the utility of la burners and alter that wc can 
find out the utility of machine also by employing similar 
nieth od. Thus by vaiyiug the propoitiou in which commo¬ 
dities aic combined, marginal utility of eaeli can be sepa¬ 
rately found out. 

Delet initiation ojPfiie. The determination ofpi ice should 
not Le difficult now. We know the cost of pioductiun of 
each separately. We also know their utilities or demand 
curves separately. The value is determined by the 
inter-action of demand and supply curves. 
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VALUE UNDER COMPOSITE SUPPLY 

* 

M'ariu* oj Composite Supply. \Vh(n thr demand for a 
commodi'y Can be sat is he cl f om a number of sources, the 
com nudity is s lid 1o be in composite supply. For instance, 
bcil' and motion, lea and ( dice art ‘substitutes’ for one 
.mo her. Their exists a pax itul.it type of relationship 
belts ecu them st> that ir the .apply of one iurnascs and it* 
priir falls, tlm demand fox tin odvr ‘hall go down. Tlay 
.ue, therefore, also known as ‘compclim* goods’. 

Vohif and Comport ft Sufply. lit muse goods having com 
posite apply an substitutr for on* anolhci, 111*- price of r.n I 
is del ex mined el dm point iiliexe the maiginal utility oft.it I 
is equal to the prir*. It h not note saiy that the piiu ol 
both must be the sani". It w*il happ'ii only whin they 
are perfect s ibstituU s fox or rrc the . but "nods ai e seldom 
perfect subs itutes. One goeds can be 'ub.thuled fra 
auolher ouly ‘o a limited < 'em. Ml that can b*‘ said i 
that tlieii pf .s move i p and ch wu tc >.e Jim. Thus theix 
marginal uti 1 ' i r movi Ini, al houeh they au seldom 
identical. 

COMPOSITF Dr MAN!) 

Mit'iiii t\ of Comport l< Deinav K A goods i. .aid to have a 
composite demand when it can be put to . munb i of use. 
Thus iron c.m be used in a fuctoiv, in marliiucs, la making 
bridges, nails, shoe hoim, jailwav hns, dr. A’aii*, labmii 
can be demanded by a number of fad mi s foi a numb"! 
ofputposes. Such pccds, having composin' demand a*c 
sometimes, calhd ‘< nnpiling 10 . gi oils’. 

Viilui and Comporth Dtmau We already know the 
principle of substitution m of c qui-mai ginal utility which 
tells us that a commodity shall be pul to a vaiicty of uses 
in such a manner that thr max* inal utility of the last unit 
spent on v minus lit* >i» the sank ornotiilysn. If the con nonets 
dciive gicalex utility by putting that commodity to a parti¬ 
cular use, its distiibulion slia'l be divex led more to that use. 
From this fact we can say dial the poini ol equilibrium shall 
be that whex e the price of tin commodity is equal to its margi¬ 
nal utility in every me 
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CHAPTER XXXlX 

INTRODUCTION 


Without the co-operation of all the factors of production 
nothing can be produced. Each factor, therefore, has a right 
to claim a share in the produce raised. The theory of dis¬ 
tribution is concerned with thcdclcrmination of these shares, 
ll is a study of the basis or the principles on which the factors 
of production obtain their respective shares in what they help 
to produce. 

t 

The classical theoty. The classical economists explained 
lb esc sharesiu a manner that is regarded as unscientific to-day. 
Wc shall presently sec how their explanation is defective 
but Jet us first take up the explanation itself. When a certain 
amount of a commodity is produced by the various factors 
of production, the first claim on (lie produce, they said, is 
made by the factor land. Suppose that in producing that 
commodity the producer has used three plots of land, each 
yielding 50, 30 and 20 units respectively so that the total 
output is 100 . Then, for the first plot of land which is ob¬ 
viously the most fertile plot the landlord will demand 30 units 
as his share and for the second he will demand 10, thus claim¬ 
ing 40 units as his entire share out of the total produce- 
This share is called rent. There is no claim with respect 
to the last plot, the marginal plot. The marginal land, 
therefore, pays no rent. Thus we see that the share of a 
landlord i.c. rent, is in the nature of a surplus that arises 
because of the difference iu the fertility of the various plots of 
laud used by the producer. Had each plot of laud produced 
the same number of units there would have been no surplus 
and hence no rent. The share of land would have been zero 

iu that situation. 

1 

After the share of laud has been determined, the ques¬ 
tion of the share of the remaining factors of production arises. 
In our cxampSb, only 60 units remain to be distributed 
between the remaining factors 40 having already gone to 
land. Out of the remaining factors, labour’s share is to be 
considered first. The principle on which labour is to be 
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paid, some of them said, is that of the subsistence wage. 
The labourers should be given that much share out of the 
total produce which can keep them alive. If they arc paid 
more, they would become reckless and produce more children. 
Their supply would increase and the wages would be brought 
down till they were at the subsistence level. If they arc 
paid less than the subsistence wage, they would die; their 
supply to the producer would contract and he would have 
to increase the wages till they touched the subsistence level 
again. This trial and error would help a producer to find 
out the subsistence wage. At first, of course, the producer 
in ignorance of the proper subsistence wage,'' would set 
apart, arbitrarily a certain fraction of the remaining pro¬ 
duce for the labourers. This would be called the wage 
fund. If 35 units is the wage fund and 5 the number of 
labourers working with the producer, then 7 units would cons¬ 
titute the wage of each labourer. This wage might in the first 
instanre be greater or less than the subsistence wage. But 
eventually ihe wage fund must be such that when it is divi¬ 
ded by the numbrr of labourers it gives a wage per labourer 
just equal to the subsistence wage. 

Now then, out of 100 units which is the total produce, 
land gets its share fust and that is 40, labour gets its share 
next and that is 35 and the 25 units that now remain go to 
the producer as his profit. Thus when rent and wages have 
been determined, profit (which for the classical economists 
includes interest also) is automatically determined and needs 
no separate explanation. Profit turns out to be the differ¬ 
ence between the total produce on the one side and the sum 
of rent and wages on the other. The reason why the classi¬ 
cal economists did not concentrate on interest as an inde¬ 
pendent share lay partly in the small amount of capital in 
use in their times. There were no large-scale industries 
needing huge amounts of capital and there was, therefore, 
no appreciation of the independent place of the factor capi¬ 
tal in production. 

# 

As has been slated above this explanation of the classical 
economists concerning the shares of the factors of production 
in the total produce appears unscientific in the fight of modem 
developments in the theory of distribution. It suggests that 
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whereas real hi determined-by the marginal land, wages are 
not determined by the mpginal unit of labour ; they are ra¬ 
ther determined by the minimum of subsistence. The theory 
of the determination of rent has, therefore, nothing in co¬ 
mmon with the theory of the determination of wages; the for¬ 
mer has one basis, the latter another. If five authors write out 
a book of live chapters, each author writing one, it would be 
absurd to reward the first author on the basis of his language, 
the second on his logic and the rest a ccording to their substance. 
Either all must be rewarded for their language or logic, or all 
for their .substance. As with these authors so wilh the factors 
of production. There should be a single law or principle 
on which each factor is given its share out of the total produce. 

Another mistake in the classical explanation is its wrong 
approach to the problem of sharing. Rent is a surplus and 
hence can only be the last claim on the produce. The 
surplus cannot be found except after every other share has 
been subtracted from the total produce. The delcimination 
of the shares of labour, capital, etc., must be the liist concern 
of the producer. 9— 

Yet another mistake in the above classical theory comes 
to light in their explanation of the share of the factor labour. 
They will let the producer fix an arbitrary wage fimdfirst and 
then discover the wage per labourer, whereas the right pro¬ 
cedure would be to find oul the wage per labourer first and 
then calculate the total wage fund that is to form the entire 
share of the labourers responsible for the produce. 

The modern theory of distribution is free from these mis¬ 
takes. It is compact andscicntificand makes a right approach 
to the problem of sharing. But what is the modern theory? 
The modem theory is the familiar theory of supply and demand. 
According to this theory wages, interest and profit are a 
price for the factors labour, capital and enterprise respec¬ 
tively. Just as when we want a mango we purchase it at 
some price from the market, so also when a producer wants 
to employ a labourer lie buys his services from the laboui 
market. The price at which he buys it is called the wage. 
Services are like commodities and can be sold at th< ir 
respective prices in the market. And each price—wage, 
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interest and profit—is like the price of any article determined 
by the ibices of supply ancl demand. The prdblcm of the 
determination of the sharrs of the various factors of produc¬ 
tion is therefore a problem of the pricing of those factors 
in accordance with (he principle or supply and demand. 
It is the same principle or basis—that of supply and demand 
which determines the share of each factor and there are no 
srparale theories as of the classical variety. Nor is there 
an altempt to determine the total share first and the 
individual share lalir as the classical economists seemed 
to suggest in their explanation or wages. Just as supply and 
demand help us to find out the price of one unit of a 
commodity first and the total amount that wc hate to pay 
to the sellers is cletei mined thereby, so also do they 
help a producer fust to find out the wage, intrrrst or 
profit per unit of the factor concerned and the total 
that he has to pay to each fiuloi is automatically de- 
tei mined. Nor is there any suggestion ol (he type that land 
claims its share fust, labour next and capital in ihe end. 

The question that arises now is as to w'hat elements lie 
behind the forces of supply and demand that help to detei- 
minc the price of a factor ? The elements we might say 
arc the same here as in the rase of a commodity. On the 
demand side lies the consideration of utility and on the supply 
side, the consideiation of the cost of production. And 
price is determined by the intersection of the utility and ihe 
cost rurves. In the case of a factor also the same elements 
oblain. The demand of ihe employ or is basrd on the utility 
that he expects to get out of the seniors of the factor; the 
supply of the factor is based on the cost or sacrifice llut 
its owner would incui while making its services available. 
The price of the factor would be such that its utility to the 
employer is equal to the sacrifiec of its owner. 11ms we 
say that (at the point of equilibrium) i.e. where supply 
equals demand, the price of a factor is its utility to the em¬ 
ployer the sacrifice of its owrncr. 

Now , the utility of a factor to an employer engaged in 
production can be measured only by the efficiency with which 
it contributes to the total produce. That is, it can, in short, 
be meausred by its productivity. And so what really lies 
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behind the demand of a producer is thp productivity of the 
factor that he employs. And the price of the factor, from 
the point of view of the producer, must not exceed this pro¬ 
ductivity. But the productivity of a factor changes as more 
and more units of it arc used in the same employment. Lrt 
us suppose that the employer is using 8 units of a factor. If 
the 6th unit of this factor produces 10 x while the 8th unit of 
it produces 7x,whal should the price be equal to, 7x or iox? 
Since the employer wants to benefit as much from the 
factor as possible he will agree to the price 7X and not to 
iox which would involve him in an actual loss. So 
the price should equal the productivity of the marginal 
unit of a factor, or to use the familiar phraseology,it should 
equal the marginal productivity of the factor. At the point 
of equilibrium therefore the price of a factor the marginal 
productivity of the factor-the sacrifice of its owner. 

Thus the price of a factor is determined by the marginal 
productivity of the factor on the one side and the sacrifice 
of its owner on the other ; it should be such that both 
arc equal. 

To say lhat the price of a factor (wage, interest or profit) 
is determined by marginal productivity only is wrong. For 
marginal productivity is only one side of the picture. It re¬ 
presents demand. There is the equally important supply side 
also that is represented by the sacrifice or cost incurred by the 
owner of a factor in the course of its employment. The price 
of a factor is, therefore, to be determined both by its marginal 
productivity and by the sacrifice of its owner. Neither 
taken by itself can help to determine the price. The sacrifice 
of the owner on the supply side refers, however, to his marginal 
sacrifice. A _ labourer working for 5 hours will demand a 
payment which is equal to the sacrifice of the 5LI1 hour and 
not to that of the 1st or the 3rd. Or else he will be a loser. 
Suppose his sacrifice for the first hour is 5y and for the 5th 
it is ioy (it should be remembered that the unwillingness 
to work goes on increasing with the number of hours and 
hence the sacrifice also increases). Will he like to be paid 
equal to 5y only ? He will rather like to be paid ioy, so that 
on the earlier hours where his sacrifice was less he might gain 
a surplus. Hence the price of a factor is determined by the 
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marginal productivity of the factor on one side and its 
marginal sacrifice on the other 

Now arises a question. How can sacrifice be equal to 
productivity? Sacrifice is a feeling and how can a feeling 
be equal to yards or seers ? If we could measure the sacrifice 
in terms of yards or seers such an equality can be effected. 
But, in the world of to-day, the prices ot all the things whether 
they be factors or commodities arc paid in terms of money. 
So instead of measuring sacrifice in y cards or seers we measure 
it in terms of money and likewise we measure productivity 
also in terms of money. Whatever happens to be the mar¬ 
ginal produce of a factor is converted in money and then 
paid to the factor as a reward for his sacrifice. At the point 
of equilibrium then, money value of the marginal produce- 
money value of the marginal sacrifice. 

Modern economists use the technique of opportunity cost 
in measuring sacrifice. In the chapter on rent something lias 
been Said about opportunity cost and its importance in the 
theory of distribution. 



CHAPTER XI. 

INTEREST 


Interest is the price paid for the use of the factor capital 
in production. And like all prices, it is determinedI by the 
forces of demand and supply . At the point of equilibrium 
ihc rate of interest is such that the supply of capital is equal 
to the demand for it. 

Gms interest and net interest —Marshall breaks interest into 
two parts. One includes the “ earrings of capital simply, 
or the reward of wailing simply” and is called Net Interest. 
The* other includes “other elements'’ such as insurance 
against lisk and earnings of management and is called Gross 
Interest. 

Tin* lower the stale of commercial security and the more 
imperfect the organisation of credit, the greater becomes the 
importance of tilt sc additional elements. For in such a situa¬ 
tion, the risks of lending arc gi cal; and great also are the costs 
of collection of the loans. Risks of lending, says Marshall, 
are of two types—trade risks and personal risks. The trade 
risks “arise from llie fluctuations in the markets....from 
unforeseen changes of fashion, from new inventions, from the 
incursion of new and powerful rivals....and so on”. The 
personal risks are those thal concern “some flaw or deficiency 
in the borrower’s personal character or ability”. Since risks 
differ from borrower to borrower, gross interest also differs 
from borrower to borrower. 

So to a lender of capital, income accrues both for llir 
use of the lent out capital and for his taking risks in lending and 
maintaining accounts of the payment and the receipt of the 
loan. “From the point of view of the lender”, says Marshall, 
income for taking risks and maintaining accounts “is more 
properly to be regarded as profits.” Net interest tends to be 
equal for equally long loans in case ol all borrowers when 
the same conditions of competition obtain. As will be seen, 
even net interest varies much more for short loans lhan for long 
loans because the capital available for particular types ofloaus 
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varies more than llir total quantity of capital. But compe¬ 
tition or no competition, for llir gross interest, says,Marshall, 
there will be no tendency to be equal every where in a 
market for ii is based on personal considerations of theborrow- 
ers who are not necessaiily alike. If net interest is not 
equal in the various parts of a competitive market capital 
would flow from these places where interest is lower 10 the 
places where it is higher till the rate had gone up owing to 
the shorter supply at the former pin res and shrunk owing to 
a larger supply. A tendency towards equality would thus 
set in. But if gross interest is not equal no such tendency 
would set in. Where gross interest is high, capitalists would 
not rush in to supply moic capital for the corresponding risk 
in lending may also be equally high. So gross interrst 
would continue to be unequal c\cn in conditions of peifert 
competition. We will use the woid inlercst and not “net 
interest” for the payment made to capital as we proceed 1o 
anal)sc the various theories of interest. 

Thccfawual throiy oj in In rtf —The coned theory of irftcresl 
is the classical theory which maintains that interest is deter¬ 
mined by the supply of and the demand for savings. Saving 
and capital mean the same thing. What we said in the open¬ 
ing paragraph of this chapter, namely, that interest is deter¬ 
mined by the supply of and the demand for capital is, there¬ 
fore, in complete accord with thcclassical views. Hie demand 
for savings or capital is always for investment only. And so 
.interest is drlcimined by the desire to imest cm one side and 
the desire to save cm the other. At the pointof equilibrium the 
desire to invest is equal to the desire to save and investment is, 
therefore, equal to saving. Kc)nes who turned a stout oppo¬ 
nent of the classical theory in his later years , says, “Just as 
the price of a commodity is necessarily fixed at that point where 
the demand for it is equal to the supply, so the rate of interest 
necessarily comes to rest under the play of market Torres at 
the point where the amount of investment at that rate of inj 
terest is equal to the amount of saving at that rate”. 

Marshal] supports the classical theory when he says in 
Principles., “Thus then interest, bring the price gaid for 
the use of capit al In any market, tends towards an equilibrium 
level such lhat ihca'ggi egate dciriaTntibT capital in that market. 
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at jlhal rate of interest, is equal to tlir aggregate stork lorth- 
r 7 )min^ there at that rate. The reason why capital and 
savings cannot be dilTcrent is obvious enough. One saves 
out of one’s income that could have otherwise been spent on 
ronsumplion goods. Out of this saving, that might be accu¬ 
mulated little by little, soihe amount may be kept in the form 
of money while the rest ins ested in buying shares, stocks, or 
such forms oi capital goods as a sewing maehinc. What one 
saves out of one’s income must, lhcrrofc,reducr one’s consump¬ 
tion for the time being. And sin c e it is invested in some form 
or the other, it turns into capital. The point to be nolcd is 
that there are only two uses you can make of your income. 
You ean either consume it or put it to some other use. Jf you 
consume it the act is railed consumption. If you do not use 
it that way and save it, it rannot be said to have been con¬ 
sumed. The amount saved becomes then a factor of produc¬ 
tion, and lias to be regarded as capital. The possible confu¬ 
sion here may arise due to various senses in which the word 
“hoarding” is used. The money saved and hoarded is not 
regarded as capital by many. But if it is a hoard in the tech¬ 
nical sense it cannot really be regarded as saving. A hoard is 
that which gives direct satisfaction, just as consumption docs. 
Savings gives indirect satisfaction. Tf what is saved is not 
capital it must be trealed as giving direct satisfaction and must 
consequently be regarded as not sa\rd. 

Apart from the fact that such a view- enables us to $Qjf 
how savings must be identical with capital, it has .another 
advantage that it enables us to clauil) things into ihe two 
categories of consumption faitois and production factors. 
Economies knows of only two acti\itics, consumption and 
production. Distribution, exchange, and such other activi¬ 
ties are mere subdivisions. A hoard must, therefore, be 
associated with consumption or production. If you call it a 
saving it has to be associated with production and must conse¬ 
quently be called capita] .Jtf,you do not wish to call it capital, 
you cannot associate it with production and consequently 
it has been associated with consumption. It then cannot 
be called a saving. 

And hmcc, supply of and demand for capital mean the 
same as supply of and demand for sa\ ings. 
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The. marginal productivity theory —The theory of marginal 
productivity supported amongst others, by the greatest Ger¬ 
man classical economist, Von Thunen explains interest as 
determined by the productivity of the marginal unit of capi¬ 
tal in production. At the point of equilibrium, the interest 
that the producer pays for capital is just equal to the marginal 
product ol that capital. If the rate of interest is less titan the 
marginal pioduct, other producers have a tendency to enter 
the industry employing more and morr units of capital till 
the marginal product goes down and becomes equal to the 
rate of interest. When it is greater than the marginal product 
the producers leave the industry or contract their use of capital 
till the marginal productivity increases and eventually be¬ 
comes equal to the rate or interest again. 

A glaring defeet in this thorny is its complete ommission 
of the consideration of the supply side of capital. That pro¬ 
ducts ily is a factor that influences the price of rapital would 
not be disputed. Nor can we question the statement that 
at the point of equilibrium , die rate ofintricst must equal 
the marginal productivity of capital in a competitive mar¬ 
ket, But this does not imply that productivity of capital is 
the sole factor responsible for the determination of interest. 
The marginal productivity is the highest price which the en¬ 
trepreneur will pay, while the marginal ■.aerifice is the lower 
price which the saver will take. The degree of sacrifire 
that the lender of capital undergoes is also afailm in that 
determination and must be considered alongside. Interest 
is determined by the supply of and the demand for capital, 
the demand of capital depending upon its marginal produc¬ 
tivity and the supply depending upon the marginal sac¬ 
rifice of those who save. At the point of equilibrium, the 
marginal productiv ity of investment is equal to the rate of 
interest which is equal to the marginal sacrifice of saving al¬ 
so. The marginal sacrifice, it is evident, is no less important. 

One merit of the marginal productivity theory lies in the 
fact that it prevents us from thinking that the rate of interest 
can be negative also. It is true , of course, that in the sense 
in which the word is list'd by most of us, interest can become 
negative. That is what was pointed out long ago by Foxwcll 
and later by Marshall. Since then many economists have 
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pointed out eases in which the rate of interest can be negative. 
For instance, when the risk of keeping money in our house is 
great we would rallicr pay a banker than demand any payment 
from him when we deposit our savings hi his bank. Such cases 
arc likely in abnormal times. In times of depression and other 
abnormal times, the rate of interest sinks almost to zero and then 
it is not difficult to imagine possible cases of negative interest. 
This point cannot be disputed. All that is necessary to note, 
however, is that the word interest is capable ofhaving a more 
precise and technical meaning. In all scientific discussions 
we should guard against inconsistencies. If we maintain, as 
all do that theratcofintcrc't equals the marginal productivity, 
then we cannot say that it ran be negative unless marginal 
productivity itself becomes negative. No producer would, 
however, allow capital to have negative marginal productivity. 
Since the marginal prodactivity must be positive, interest rate 
must also be positive. What then can we sa) about the man 
who pays the banker rather than gels something from him? 
The man who is willing to pav the banker is one who thinks 
that liismonty will be much safer in the bank than elsewhere. 
He therefore pays the baukei for the safe custody of his savings. 
It is not interest though veiy often we might hud it convenient 
to call it by that name. 

The abslimm iheoty .—Whereas the marginal productivity 
theory of interest concentiahs on the demand side only, the 
abstinence the ore concentrates outlie supply side. Senior, 
in whose nam** thh theory generally goes in economic litera¬ 
ture, was of opinion that interest arises becuase the lender of 
capital while abstaining from consuming that capital sustains 
a sacrifice. Interest, thus, is a row aid for the sacrifice of con¬ 
sumption that a capitalist has to make when lie lends his 
capital. Voltair ridiculed the idea, saying that the wealthy 
man never abstains from anything and never waits a moment 
to satisfy his wauls. Maishall preferred the word “wailing” 
to “abstinence” becuase to him abstinence implied a deeper 
sacrifice which rich lenders of capital did not often make, 
and becuase the consumption was often only postponed. 
According to Marshall, it is only the poor, and those who 
are just begining to save who have to practise abstinence 
in what they leud; for it is their sacrifice that is really deep. 
Others maintain that the whole concept of sacrifice is merely 
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the foresight to accept present loss for greater fututre gain, 
so that intcicsl is merely u reward for foresight. Still others 
that interest represents the chaucc that neither tlir 
lender nor his children wall be alive to enjoy the future 
at the cud of a year. All those concepts in\ olve us in some 
soil of sacrifice just as much us ahslincncc ? What matters in 
understanding the cause of intcicsl is the idea of sacrifice and 
not the degree of it. Waiting, abstinence or even foiebeuranee 
which word Seligman used in place of abstinence, all convey 
the idea that interest is a reward for some sacrifice. To us 
they arc all equally acceptable. 

As said abosc, this theory is no less one sided than ihc 
marginal productivity theory—only that its consideration 
shills on to the factor governing the supply of capital ralhct 
than its demand. It states a partial truth. 

The theory, however, has been a potent nigumuit 
against the idea that interest as a production tost is unjusti¬ 
fied. Marx for example, was of opinion that the iuleicst 
paid to the capitalists cannot be justified in any way. 

We tan prose to the followeis of Maix that this is not 
so. A capitalist is one who lends lapital and therefore abstains 
fiom present consumption. And we must rewind him for 
the saciifice of his abstinence or else lie would not lend lapital 
and production would be impossible. Even a socialist state 
has to wait and if it foiccs labour 1o wait for consult) ei’s goods 
it is actually foi them to pay interest. 

The agio o> the time-pifjennu tluoiy .—Yet anothei theory 
which suffers fiom the weakness of being one sided is the lime- 
prc-fcrcncc thcoiy of interest. Whateua might hau been 
the views ol' those who gave us this theory, in substance it re¬ 
sembles the abstinence theory. The time-preference theory 
states that interest arises because the lender of capital has a 
preference for the present over the future. Bolim-Baw erk 
who fiisl popularised this theory believed that if a man was 
asked whether he would like to consume a certain amount of 
goods of a given kind and quality at the present time or in the 
future, he would cxpicss his picfcrcnce for its consumption 
in the present. Present goods, their line, would tome to 
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acquire for a man a premium over future goods of the same 
amounts, kind and quality. This is what has been described 
as the agio theory of interest, Agio means premium. Andso 
interest, according to Bohm-Bawerk, arises becuasrthc capi¬ 
talists forego consumption of present goods which have 
perminm over future goods and interest must make good 
this loss of preminum. The reason why the prescut goods 
enjoy a premium over future goods lies in the fact that the 
future is not completely certain and hence the present 
looks more attractive to man than the future. The present 
wants arc thus felt more intensively and the demand for 
the present goods becomes greater than the demand for 
future goods. The present goods, therefore, become more 
scarce in relation to demand and hence mdre valuable 
than the future goods. 

Fisher, a student of Bohm-Bawerk, criticised his master’s 
theory and gave, instead, the time preference theory of in¬ 
terest. It need not be said that Fisher’s theory is only a 
restatement with a slight improv cment of his master’s theory. 
Throughout his entire analysis of that “agio” which deter¬ 
mines interest, Bohm-Bawerk assumes liinc-prcfcrence on 
(he part of the individual. Bohm-Bawerk’s interest would 
not arise without lime-preference, just as much as Fisher’s 
interest would not arise without it. lienee both of them 
are depending upon the same facloi for determination 
of interest. 

What you would ask now is the exact implication of lime 
preference? “Time preference ’’means only this much iliai 
if a man is offered iox amount of income in the present and 
the same iox amount of income in the future, then lie would 
picfer to have iox at the present rather than in the futuie. 
When lie is offered iox in the future, the value of that iox 
to him at this time would be less Ilian iox; it would be, say, 
8\ only. To the extent of ax, therefore, thc| mail is said to 
be discounting the future income Or which is the same 
thing, to the extent of a\ the man is said to be pieferriug the 
present income to the future one. If then this man foregoes 
his enjoyment of this io\ income at present and lends it a,> 
capital to a producer, his .sacrifice of time-prefnenee must 
be met by the rate of interest. When lr* is paid iox plus 
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2.5X Lc.12.5x units of in come in the future he would readily 
agree to part with the iox units of income in the present. 
For, in that situation the 12.5X units of income in the future 
would appear to his eyes as having the tame value as iox 
units of income at this lime if sx per 8x is the rate of his 
time pcrference. But he wouldnot aceept iox units of income 
in future as against iox units of income at present. 

This explanation is based on two assumptions. First, 
the purchasing power of money is to be coustant. Secondly, 
there is to be 110 change in the circumstance of the lender. 

If it is expected that money in future would buy much 
more than what it docs at present, iox of income would be 
preferable in the fulute rather than in the present. Also if 
the lender expects to lead a life of simplicity in the future 
iox of income te hint would be much more satisfying in the 
future than at present. It is only when the two said assump¬ 
tion obtain that we ran say that iox of income would be pre¬ 
ferable at present rather than in future . If income, however, 
refers to real income, then we can afford to dispense with 
these assumtpiom also. For in that situation the purchasm^ 
power of money and the circumstances of the lender are auto¬ 
matically considered. 

Rate oj interest always positive .—Fisher cites cases in which 
the rate of interest can be zero or negative. He establishes 
first the fact dial rale of interest and time-preference must 
be equal when the position of equilibrium is reached. That, 
of course, cannot be challenged. He then goes on to show 
that when time-preference becomes zero the rale of interest 
must automatically become zero also. Winn proving this 
Fisher understands by zero timc-pcrfcrcnce the situation in* 
which a pason is indifferent between having a certain sum! 
of money or a certain quantity of a thing now and in the future.] 
Such cases aie certainty imaginable. But this docs uot show 
that timc-prclerrncc is negative. For, as Fisher himself points 
out in the ealici sections of his book, a person is said to have 1 
limc-prrfcrcncc only when he shows preference for a certain! 
amount of satisjuclion nowover an eoual amount of satisiac^j 
tion at a distant date. All have maintained in some way or 
the other that human bciugs prefer the present to the future. 
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Psychology maintains the same ihiftg. This pure time-pre¬ 
ference manifests itself whgn a.man prefers a certain amount ot 
satisfaction in tho! present to the same amount in the future, 
llhe rate of interest equals this pure time-prcfejrencjeAnd_ 
since‘fijne-preTefcnce so understood is always positive, the 
'rate'ofintercst is also always positive. 

It is unfortunate that Fisher should have used the word 
limr-prcieience in two senses as shown above. It leads to 
confusion of thought. Whenever one, arts against tinic-prg- 
lereiue there is sacrifice? Interest icwiiicTs it. When a man 
prcfcis a certain amount ot money in the future to an equal 
amoi’nt now, he docs so only because he expects to derive 
gicater utility from it in the future. Had iliat not been the 
rase he would havepicferredtohavr the income in the present. 
There is no sacrifice in waiting to consume something which 
clui ing the period w ailed for inc leases in utility. If by wailing 
you jp g case utility fiom 100 to 150, you would certainlydecide 
tO-w ait. Bui y oil wail then fur <hc evlra yo. You would have 
preferred to have (he 150 all at once that is, in the present. 
The very fact that the present vvoi th of any satisfaction is al¬ 
ways less shows lhal time-preference is always positive. The 
late of interest must, therefore, always be positive. But as we 
have already said earlier, if we were to use the woid interest in 
its more populai sense it can be negative also. 

Maishall also has stated that the late ofinteiest can be 
negative. For example, he says in his Principles lhal when 
“the new openings for the advatagrous use of accumulated 
vveallh in any form wei e so small that the amomit of wealth for 
the safe custody of which people wei e willing to pay would ex¬ 
ceed that which otheis desired to borrow "ancl hence “in conse¬ 
quence even those who saw their way to make a gain out of the 
use of capital, would be able to exacl payment for taking charge 
of it," “interest would be negative all along the line.” What 
Marshall has in mind is the setting apart of a certain sum of 
money by the people to ptovide foi their old age contingencies 
and for their children. Sometimes, he says, the desire for set¬ 
ting apart this ^umis so great that people would not mind paying 
even somr charges fur ils.security. Ip sj^ch a situation the pco- 
jplc who save money, instead of getting a paymcul foe their 
savings, have to pail with some charges for Ihcii sccuiity, 
’ 27 FE 
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Jhus causing the rate of interest to become negative. We can 
question Marshall whether savings in such a situation can at 
all be called savings in the proper sense, Savings always 
imply some sacrifice. Where is the sacrifice*m "case of the 
people whom he talks about ? If sacrifice had been there, they 
could have wanted a payment rather than made it from their 
side. The fact of their paymrnt, implies that they are obtain¬ 
ing some direct satisfaction from their hoarded amounts. 
Or else why should they pay? This confusion between hoard¬ 
ing and savings is e\ idem in the Keynesian theory of interest 
also. We shall take it up at its proper plan*. Meanwhile 
weset ourselves to seeing what the Kryncsian lliemy of interest 
is. 


The liquidily-pirjetnuc thcuiy. Keynes was of opinion that 
interest was determined by liquidity-pi efmnic. When an 
individual gets an income, lie has first to decide how much he 
should spend on consumption and how much he should uol. 
Suppose his income is ioy, and hr lias made the decision that 
6y he should spend while he should not. Yet another prob¬ 
lem crops up to him now. Should lie keep ihis ^y income in 
the form of liquid tash so thal hr lould spend it any lime he 
likes to satisfy his wanls, or should he lend it to someone only to 
get it back after a certain amount of time? If he wants to 
keep this 4y income in the form of liquid cash he cannot lend 
it to anyone; if lending is what lu* likes, he cannot keep it in die 
form of liquid cash. Not lending implies that the man in 
question has a pcrfcrcuec for liquid cash. Lending implies that 
lie wants to part with thal income which he could have other¬ 
wise kept in liquid cash with him. As a rule of nature, says Kcy- 
ncs,men prefer to have a ready command over goods and there¬ 
fore keep money in a liquid form rather than lend it. It is im¬ 
plied in the nature of men, therefore, that they have “liquidity- 
preference”. Inlci rst i an arise only when there is a “liquidity- 
pref erenre”. But since a loan would be made only when the 
main who is to lend has sacrificed his liquidity-preference fi.e 
when he has deliberately curbed or suppressed his natural desire 
to keep his residual income into liquid cash rather than in the 
form of capital) interest would arise only when there is a sacrifice 
of liquidity-preference. “Rate of inlcrest” Keynes says, is thus 
“therewardfor parting with liquidity for a specified period”. 
It is the reward for sacrificing the natural desire for liquidity; 
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it is a reward for sacrificing liquidity-preference. The greater 
the desire of a man to hold liquid-cash or what is the same 
thing to have liquidity the greater will be his liquidity- 
preference. And if then he lends or which is the same 
thing parts with liquidity, the greater will be his sacrifice 
of uquidity-prctercncc and the greater the interest that 
he would be demanding on his loan. “The rate of interest 
at any time, being the reward for parting with liquidity 
is a measure”, says Keynes, “of the unwillingness of those 
who possess money to part with their liquid control over it.**' 
The rate of interest js thus influenced by liquidity-preference. 

The intensity ot the desire for holding liquid cash or the 
degree of liquidity-preference depends upon the motives for 
which men want such cash. These motives are of three 
kinds. The first is the transactions motive which implies the 
need of cash for current transactions connected with personal 
and business exchanges. Next then is prer.iulionary-motive 
which results irom the desire for security as to the future 
cash equivalent oi a certain proportion of total resources. 
The lenders tear that when they are paid back their loans, 
ihc value oi the loans at the lime of repayment, might go down 
owing to changes in the purchasing power of money. The 
filial motive is the spmilativr-moti\r which arises from the 
object of securing pro til from knowing better than the market 
what the future will bring forth. Men, oftenlimes, do 
not lend to-day and hold back their liquid cash probably 
because they think that interest tomorrow would be higher 
and so would bring them higher returns on their loans. 

When people decide to part with a greater amount of 
liquidity the amount of cash in their own hands goes down 
and so the total amount ol liquid money existing in the 
community becomes smaller. The opposite happens when 
the amount oi money that is parted with becomes smaller 
aud people have bigger amounts of liquid cash in their 
hands. Thus “the parting or not parting with liuidity 
diminishes or increases the present quantity of (liquidJ 
money”. Whc.ij._ja, certain rate of interest is given, people 
adjust their liquidity-preference to it and the moment thpy 
have decided what liquidity they would hold and what they 
would not, the quantity of liquid money is also automatically 
determined. Under a given rate of interest, liquidity-prefer- 



420 FUNDAMENTALS Or ECONOMICS 

ference, therefore, determines the quantity oi money. And 
it is here and in this way that the quantity oi money enters 
into the economic scheme. 

As against the classical writers who said that interest 
is drteimined by the supply ot and demand for savings, 
Keynes maintained that inteicst was delci mined by the 
supply of and the demand lor Liquidity. The demand for 
savings depends upon thrii marginal productivity. And 
on marginal productivity depends the demand for loans 
too. Hence in so far as the demand side of the picture 
of the forces that determine inteicst is concerned, classicals 
and Keynes both agicc over the fact that marginal pio- 
ductivity is what c\ entually matleis. “ Equilibrium tomes 
about”, says Keynes “wheir marginal efficiency of capital, 
in genera], is equal to the maiket idle of inteicst”. And 
this marginal efficiency of capital is nothing but the margi¬ 
nal productivity ol the liquidity that is lent out ui (he margi¬ 
nal productivity of the savings of the classical economists. 

Disagieemcnt .uises, howrvei, when Kevncs comes to 
explaining supplv side of (lie fours that clelciminr the in¬ 
terest rate. The classical economists sdid that supply ol capital 
depends on the extent to whch inteicst r or responds to the 
sduihcc of saving. If the saciilu c of saving is liighri Ilian tin 
i ate of inteicst, savings would coudait and Mipplv of capital 
will go down Tf the sacrifice nl saving is less than the lau 
of interest, savings would expand and the supply ol capital 
would go up in the same proportion. At lh< poiul of equili¬ 
brium, they said, interest must equal (V marginal sacrifice 
of saying. 

Keynes objected to this analysis Toi example, he said. 
“It is not rcildin that the sum saved out oi a given income 
necessarily increases when the rate of interest is inti eased.”. 
To him there is no correspondence between interest and the 
sacrifice of saving. In fact there may be no interest offercd,j 
and yet a man would save foi he cannot, perhaps, spend 
all his income. Saving, thercfoir, is independent oi interest. 
What is not independent of interesi is not saving but lending, 
What a man would lend out of his saved income is what the 
rate of interest will have an influence upon. If the rateof inter- 
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est is high* out of a saved amount of 4y, he may lend as much 
as 3 |y but if the rate of interest is low, he might lend only ly. 
4y which the man has saved continues to be the same despite 
a changing rale of interest but the amounts to be lent do 
change under a changing rale. And so it is wrong, thinks 
Keynes, to say that the supply of savings his any connection 
with the interest rate. What has such a connection is the 
supply ut lendin g. And at the point of equilibrium the rate 
of interest should equal the marginal sacrifice ol lending, 
jibl of s aving. Interest from the supply side would bedeter- 
rniiiett'By 3 y or iy, as the case may be and nol by 4y; it 
should not equal the marginal sacrifice of 4y; but that of 
either of the former two amounts. 

It might frankly be stated that Keynes has wrongly 
interpret< d the classical notion of savings. The classical 
would never tall as saving or rapilal. To them only that 
amount of income is saving or capital which is nol consumed. 
II a man has decided that out of a residual ineoine of 4 y, 
he should keep \y oi 3y in his own hands ior the respective 
sums cala directly to his want for liquidity we would say that 

3 y are being consumed by him. And it is only 3 jy 
or iy which he pails wiih and does nol keep for catering 
to his want of liquidity and hence for his direct satisfaction 
which would rightly be described as the ‘‘nol-consumed” 
income or the savings of the man. This shows, therefore, 
‘hat the lent out liquidity of Keynes is nothing different from 
the “savings'’ of the tlassic.il economists. And whether 
we say that the lent out liquidity works on the rale of interest 
from the suppl) side or we say that there are savings that 
work ihcic, we are evident ly talking of the same thing under 
two different tables. The Keynesian analysis of the supply 
factor in Intel est is also the samr as the classical analysis. 

But there is one vital difference between Keynes and 
the classical economists. The Keynesian theory applies to 
the suppply and demand of money savings or money capital 
tmlypyJicrcas the classical theory would applyJ,p nonmonetary 
.^capital ako. Tn Keynes interest is a reward for p’artiug’with 
liquid capital only; jnjhe.classical writes, it is. a reward for 
.parling with any form of capital. The Keynesian theory 
of interest would apply to a soeiety where people use money; 
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the classical theory can apply to a moneyless society also. 
The Keynesian theory assumes that a man should lend, capital 
jto someone other than himself. For then alone we could 
say that he has parted with liquidity. The classical do 
not make any such assumption. Even if a man does not 
necessarily “part with” his savings but uses them in his 
personal productive enterprises, the classical would say 
that interest will arise. The Keynesian theory will fail 
to explain a Robinson Crusoe; the classical theory would 
not. It would immediately point out that liquidity or no 
liquidity, lending or no lending, since Crusoe would h<i\ c to 
produce many things for consumption, he must have capital 
and hence must sa\c and incur a sacrifice in saving and 
hence must receiu* a benehl commensurate with this sacrifice. 
And this benehl would what be called interest on Crusoe’S 
capital. 

We can then say this with respect to the Keynesian 
theory of interest that though it is not wrong for its basic 
analysis is the same as the classical one, it is essentially a 
narrow theory in its scope and i annul apply to the same 
area which the classical theory would embrace. 

Prof. Ohlin has suggested that interest is dcteimined 
by the supply and demand of credit rather than of savings. 
We might lend more, he drought, than what we had saved. 
And the producers too might demand more than wlial they 
would really imrsi. They might need credit for consump¬ 
tion purposes also. We can point out here again, as we did 
in the case of Keynes, that lightly interpreted, Ohlin’s credit 
would mean nothing beyond savings. And so no material 
difference can there be between Ohlin's statement and the 
classical. 

No clash between the various theories oj interest. It would be 
interesting to note that not a single theory of interest out of 
those given above clashes with the classical theory which 
alone is the correct theory of interest in economic literature. 
That a particular theory might be one-sided and only a partial- 
truth is a different matter. But none is completely wrong 
or does not harmonise with the classical theory. ,Th,e Key¬ 
nesian theory except for its narrow scope becomes almost 
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Mcntical with the classical theory. The marginal producti¬ 
vity theory is,“we might SSy, cine of the two legs on which 
the classical theory stands. The classical too admit that 
interest, from the side of demand, is determined by the consi¬ 
derations of marginal productivity of savings. The time- 
preference theory cvplains the elemrnt of sacrifice which all 
saving's according to the classical economists must inevitably 
involve one in. Without time-preference there would be no 
sarrifiCe, and without sari Hire classical would not explain 
the supply side of capital. So the theory of time-preference 
is at the root of the classical concept of savings on which interest 
depends. 

Fa fin amongst themselves the theories do not clash. 
The abstinence tlicoiy has the same base, that the tfme- 
priTemice theory or ihe liquidity-prefcmece theory has. 
Why is there sacrifice on abstaining from consumption in the 
presrnl ? Because we have a feeling that whatever satis¬ 
faction. is to accrue to us should better accrue to us to-day 
rather than to-mon o\v. 1 11 other woids we hase a preference 
for the present ovei the futuie.i If such a preference was not 
time, what hitch would we have in postponing our satis¬ 
faction to some future time i 

The same pieferenee with respect to time lies behind 
liquidity-preference also. When a man says that he wants 
to hold a rrilain amount of cash with him, what he has 
in mind is the fart that lie would then be able to satisfy 
his wants at once without waiting foi any time, tfg does 
not want liquidity foi its own sake hut for the sake ol get- 
ling prompt satisfaction without having to wail. What else 
is this unwillingness to wait if it is not a manifestation of 
that natural feeling that a given satisfaction in the present 
is preferable to the same satisfaction in the future ? 
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WAGES 

Real an l nominal a ay c. Wanes at i thr pi ice paid foi the 
use of the factoi laboui iu pioduclinn The) aic of two 
kinds, ical-mgi i and nominal wage r Real wages comprise 
the sum total of the ps)chio satisfaction of a laboui er whcieas 
nominal wages icfcronl) to his morn) intome. As Adam 
Smith says “the real wages of labour may be said to consist 
in the quautit) of thr necessaiies and tomeniences that aie 

given for it, its nominal wages in the quantity of months. 

Thelabourci is licit 01 pom, is well m ill lewaidcd, in piopoi- 
tion to the leal, not to the nominal, pi ice of his labmu" 
This, howevet, should be kipt in mind that even those con¬ 
veniences which an not ghen in exchange (as Adam Smith 
seems to suggestJ for laboui but air incidentalh attendant 
on the work au also to In included in the total ol ical wages 
of the labourci. 

Real wages depend upfin a \aiicl) of factois One 
such factoi is the puuhasini, powci ol mimes on which t Mu¬ 
tually depends the quantity of the ‘ necessatirs and iiune- 
nienccs” which .1 labouicr can bu). But in assessing this 
purchasing powei allow ance must be made foi the differences 
that arise due to the diffeient items of consumption in a 
labourers budget The gene j al pui chasing powei ol money 
might have gout up owing 10 a hi av) iall in the piiee of some 
of the items of consumption of the highei classes of society 
And it would obriously be a wiong statement then to suggest 
that the real wages of labouicrs have also correspondingly 
increased. Foi, so fai as the money income of the labourers is 
concerned it continues to puuhase the same amounts of barley 
or gram as it did bcfoie. 

Another factoi iu the considcialion of real wages is 
the current trade expenses of the labouier. “Thus from 
the barrister’s gioss income" says Marshall “we must deduct 
the rent of his office and the salaiy of hi rleik, from the car¬ 
penter's gross income wc must deduct the expenses which 
he incurs for his tools'’ and so on. 
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Then, we should also make allowance for the fact that 
sometimes the food and lodging that an employer provides 
to the labourer do not) give them satisfaction in proportion 
to tlu'ir cost. In such a situation the employer would think 
that his paynu nt of real wages was high wheras the labourer 
would say that he was receiving low real wages. Weft the 
labourer to be paid in money he could spend it on less costly 
varieties of bread and house. Then the expenditure thus 
economised might have enabled him to purchase some other 
things also, maximising thereby his total satisfaction and 
hence also his leal wages. What should be considered 
is the labourer’s own estimate or real wages and not what 
the employer has 1 cally spent upon him. 

For the same reasons i* might happen that an employer 
who pays Rs. 1000 to liis labourer but under whom the 
labourer’s tenure of employment is uncertain and full of 
risks does not actually pay the real wages that he thinks he 
does. If tjic labourer is of a wary nature, Rs. aoo to him 
but with a promise ol regularity or constancy of employ¬ 
ment might mean greater real wages than Rs. 1000 with no 
such promise. If he is of an adventurous spirit tlic latter 
amount might mean greater real wages. And ihc tempera¬ 
ment of the labourer in relation to the fact of regularity 
of employment is a consideration of importance in deter¬ 
mining real wages. 

Often limes it happens that a labourer with prospects 
of extra (.'tunings for himsrlf gels higher satisfaction from 
liis wages than he would without any such prospects. Again 
when a labourer goes about doing a job in which other 
members of his family can also be absorbed, the psychic 
satisfaction of the labourer and lienee his real wages might 
be higher than what would appear on the surface. The 
scope of such jobs, however, is becoming increasingly limited 
except in the case of agriculture, where chances of Ihe 
absorption of a labourer’s family still remain. 

4 

The condition^ under which the labourer performs las 
duties is a potent factor in the determination of his real 
wages. The growth of strikes in the labour ranks for extract¬ 
ing concessions on the score of better working conditions 
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is itself an ample testimony of the importance of this factor. 
Working conditions refer to the number of hours a labourer 
has to work and also to the recreational, educational and 
other facilities provided by the employer. When a labourer 
has to work in an ill-ventilated, hot and unhealthy factory, 
he often iinds his satisfaction greatly diminished. Conditions 
of employment thus affect his estimates of the real wages he 
earns. 


Evidently enough, all the factors that the consideration 
of real wages involves are, essentially related to the per¬ 
sonality of the labourer. For in the ultimate analysis, it is 
this personality alone which counts in the determination of 
a labourer’s psychic satisfaction. And psychic satislaction 
is correlated to real wages. But since personalities differ 
from man to man, the real wages of labourers are bound 
to be widely different despite absence of all divergences in 
the nominal wages earned by them. 

The comparison of real wages as between two periods 
of employment of the same individual or as between two 
places is a difficult task. So is also difficult the comparison 
as between two labourers working in the same place and at 
the same time. But whereas in the latter case the external 
factors of working conditions and purchasing power of money 
might be almost the same, and allowance has to be made 
only for personalities, in the former case, allowance would 
have to be made Irr both. The attractiveness of a trade 
depends chiefly upon the amount of real w'agcs that it offers 
to those labouring for its success. And in order 1 o know the 
impact on the supply of labour or a particular occupation, 
it is these therefore, that we must keep in mind. 

The forces of demand and supply that go to deter¬ 
mine the price of labour like that of any commodity arc 
influnced by some special characteristics of labour which 
in the case of commodities are either completely absent 
or exist only in a very inconspicuous lorm. Such charac¬ 
teristics arc what arc often labelled as peculiarities of labour. 
Marshall points opt five such peculiarities, and his list is 
almost exhaustive. The first peculiarity is that “the worker 
sells his work; but „ himself remains his own property”. 
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Those who bear the expenses of rearing and educating 
him ret rive but very little of the pi ice that is paid for his 
services in later years. He who spends money in building a 
house van claim that house as his own but he who has spent 
money in giving technical training to liis sou does not get 
in lull the income that hr earns. This peculiarity results 
in the fact that tin supply of labour comes to depend, along 
with other things, on the forethought and unselfishness of the 
laboum's patents. 

The next pciuliaiity of labour is "that when a person 
sells his sci sites he has to be present himself where they are 
dHiveied”. And so the environments in which a labourer 
wenks bccomi an element or importance in its supply. This 
prculiaiily also resulls in the difficulties of migration as a 
liindi ante to the adjustment of the supply ol labour to the 
demaud foi it. 

A thiid peculiarity which for reasons of its being 
common to inanv malciial commodities also, w'ould appear 
less outstanding than the liist two, arises from the closely 
connected group of facts that labour is “pcnshablr”, that 
the sellers of it are commonly poor and have no jeserve 
fund aud that they cannot easily withhold it from the market. 
A woikei who idles to-day loses on the lost hours which 
would net ci tome back to him in future. And hence his 
anvieiy not to lose time and the handicap that he has to accept 
a job lcn a lown wage than the one he could earn later if 
he could wait. The handicap on account of a weak baigain¬ 
ing povvei arises also from the fact that a labourer generally 
has no hoaidecl amounts on which to live in the period of 
joblessness. Two facts result out of the labourer's handicap 
in bargaining ; his wages become low and his efficiency 
is affected. And when this happens his bargaining power 
becomes weaker still. 

The fifth peculiarity of Iaboui consists in the fact that 
considerable time is required to prepare and train labour for 
its work and when the training is over, the returns from its use 
arc only slowly realised. Adam Smith cumpaics a labourer 
on whose training a heavy sum is spent to an expensive machine 
erected at a heavy cost. Just as the machinery when put to 
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use brings back to its owner not only the money ths^jt was spent 
in its erection but charges of depreciation and some profits 
also, similarly the labourer when lie gets on to his work after 
training earns all his earlier costs of training with additional 
profit. And in this respect labour and machines appear almost 
the same. But as Marshall has pointed out the period over 
which the earnings arr spread is longer in ease of men than 
oi machines. And, llici dorc, ihc adjustment of labour supply 
to its demand is slower and more imperfect than of machine 
supply to its demand. And hence the possibility remains 
that when men have Iraimd themselves, say for clerkship, 
in some ten y'cars’ time the demand for rleiks when they are 
ready for that oilier, might have greatly declined. 

All this, however, is to indicate merely that peculiarities 
ol labour have a strong impact on the ease or difficulty with 
which the supply oi labour gels adjusted to its demand. 
There should not be any misunderstanding of the type thai 
since labour has eertxin peculiarities of its own, which 
are not generally found in other factors of prodm lion, the 
price oflabour is differently determined. 

The older theories oj wages. The older theories of w r agcs 
went wrong partly because they were unsrientifie hut partly 
also because the economists concentrated their attention too 
closely on the peculiar nature of the factor labour. Some 
economists, for example, said that if more wages wore given to 
labourers, they would become reckless and the population 
would increase till wages sank to the subsistence level. Wages 
thus must inevitably equal the minimum of subsistence. 
For purposrs of price-determination, il might be repealed 
again, the same theory of supply and demand would apply 
here too, as it does in the case of all other prices. But more 
of it later on. Meanwhile we take up the v arious important 
theories of wages whirh have hem propounded from lime to 
time. 


The “iron ” or naluial luw oj wages. The theory of the 
“iron” or “ brazen” law of wages, to which reference has 
just been made, rests on the belief that wages arc determined 
by a natural Jaw the operation of which necessarily brings 
them down to the level of the bare necessaries of life. The 
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theory was first formulated by the physiocrats who after 
hating seen the condition of the French labourers living 
on such hire necessaries concluded that nature itself was 
working out wages to the subsistence level. Ricardo gave 
support to this law when he said that if wages exceeded this 
minimum of subsistence, labourers would multiply, popula¬ 
tion would increase causing an increase in labour supply 
and wages w ould be brought down. If the opposite happened, 
he said, labourers would die, labour supply would contract 
and wages would rise till that touched the subsistence level 
again. Ricardo’s extreme language gave rise to the impress¬ 
ion that the price of labour estimated in food and necessaries 
is, perhaps, absolutely constant and wages thus were rigidly 
fixed fur all times. Hence the name ‘‘iron” or “brazen ” 
law given to his theory by German economists. Marshall 
is of the opinion that “Ricardo wi's not only aware that 
the necessary or natural limit of wages was fixed by no 
iron law, but is determined by the loral conditions and 
habits of each place and time, he was further keenly sensitive 
to the importance of higher “standard of living”. 

I* 3 » 

This controversy apart, wr can certainly maintain that 
the belief that wages tend Lo equal the minimum ofsubsistencc 
is completely erroneous. The \cry assumption that it is 
natural for population to increase with increase in wages Trom 
which the natural law ofwages seems to have derived its name 
stands falsified by the history of the growth of human popula¬ 
tion in the toursc of these last two ccnturhs. Often limts, 
in fact, it is the oppositr tendency which has been in evidence 
namely that when high standards of living hav c come lo 
prevail, population has rather diminished owing lo enlighten¬ 
ment of ideas and also to the emergence of that oft-repealed 
choice between “ a baby and a car” in which the former is 
surrendered in favour of (he latter. 

And then there is (he question of the efficiuicy of labour 
itself. To suppose that wages would never rise abo\ c the level 
of subsistence is to deny plarc to the working efficiency of the 
jabourer. True it is that in a large number of cases such 
efficiency would disappear if wages continued to remain at the 
subsistence level for long and hence need not be considered. 
But in other cases, at least, it is sure to play an important part 
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either because the labourers are specially gifted or they are 
more enduring and diligent than others. A few inventions 
emanating from a few minds can revolutionise production, 
adding so many times to the total produce and to the share of 
labourers which had rested on the subsistence level only a 
short while ago. 

?he natural law of wages fails to explain why labourers 
throughout (he world are earning different amounts of income; 
it also tails to explain why labourers at the same place and 
time arc earning such amounts. Howsoever backward a so¬ 
ciety, lab outers belonging to higher grades cam higher in¬ 
come than those belonging to lower grades. If all labourers 
must get bare necessaries of life, all must get the same amount 
of wages. And yet this does not happen in real life. Wages 
in real life are conditioned more by circumstance than by a 
natural law • 

The chief weakness of this “natural law” lies in the 
fact that it gives no recognition to the fait of productivity 
which, according to the correct theory of wages, is the regu¬ 
lator of the demand for labour and heiue one of the two 
forces on which the price of labour depends. The Jaw 
serms to consider the supply side only and is therefore one 
sided. 

The standard of living theoiy. In view of the objections 
pointed out above, some economists have maintained that 
wages are determined by the standard of living of the labourers. 
Thus determined they arc neither eonsiant nor independent 
of the efficiency of the labourers. Jt is staled in support 
of this theory that when the labourers are paid w ages above 
the bare necessaries of life (and it is assumed here that the 
habitual slandard of living of the labourer w ould be so much 
above this bare minimum that he may also pi o\ ide for liis and 
his family's cduration, recreation and so forth) their elfiricnry 
increase*. And hence the higher payments of the employer 
might be more lhan compensated by the increased produc¬ 
tivity of the labourer’s work. Another factor working in this 
direction is the increased bargaining power of the labourers. 
When labourers get more than the bare necessaries, they 
are likely to save a part of their earnings. And with this 
reserve in their possession they are better equipped to fight 
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against their employer for wages that may enable them to 
live up to their standard of living. 

It would not be disputed that the standard of living Iras 
some impart on both the demand and supply of labour. But 
this impact is essentially remote or indirect. Even if it had 
been direct,it would not have warranted our saying that wages 
are determined by the standard of living. Wages are deter¬ 
mined by supply and demand of labour the conditions of 
which we might say, are alFecled in many ways by the 
standard of living of the labourers concerned. 

I 

If wages are determined by the standard of living they 
should not change frequently. For a standard once established 
continues at its level for some time. But frequently is it 
found llial in the short span of a few years, the wages of the 
same man widely fluctuate despite no substantial change in' 
his standard of living. 

Alongside this statement that the standard of living deter¬ 
mines wages wc ran make a further statement that wages 
determine the staudard of living of the labourers. And if 
this is so, the theory we have just examined is only partially 
correct. In fart it leads to a question which is difficult to 
answer, namely which of the two phenomena is the cause and 
which the efl’ert? 

J. S. Mill ami the lVaj>c Fund- John Stuart Mill ex¬ 
plained wages as being dependent upon what the employe) s 
arbitiarily sei apari lor payment to the labourers. An em¬ 
ployer or producer, according 1 o him, decides lo spend on 
Jaboura certain amount of money out ofhis saved capital which 
has come down lo him from past inronrs. This amount set 
apart from the saved capital is called the wage-fund. Since sav¬ 
ings have, generally, a slow growth, the wage fund whirh comes 
out of savings remains almost unchanged after it has once been 
fixed by the employer. The final fixation of the wage fund, say 
some economists, is done on the principle of subsistence-wage 
equilibrium wage-fund being the amount which when divided 
by the number of labourers gives to each a wage just sufficient 
to help him and his family to live. Now since the wage-fund 
is almost constant, wages would vary inversely with the popu- 
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lation. If the population increases (and along with it the 
supply of labour) the fund remaining the same, wages per 
labourer would go down. The opposite would happen when 
population is decreasing. 

Wages thus are determined by the amount of wage fund on 
one side and the number of labourers on the other. But since 
the volume of the wage-fund depends upon llie amount of 
capital with the employer and the number oHubourers depends 
upon population, wages turn out to be determined by “the 
proportion between population and capital.” “By population”, 
says Mill, “is here meant thr number only of the labouring 
class or rather of those who do work for hire; and by capital 
only cin ulaling capital and not even the whole or that but the 
part which is expended in the direct purchase of labour.” 

This theory implies that the worth of the work done by 
Nthc labourers has no influence on wages. Whaleser be his 
cfficiincv il would not influence his wages in anv wa> ; at least 
it w’ould not have any dirert influence. In the sense that 
efficient, hilxmr in the past, might have helped to produce pro¬ 
fits for ihe employer, a part of which was used as circulating 
capital and had thus to form the “wage fuud" the efficiency 
'Of labour might be said to exert an influence on wages. Mill 
recognises it, too. But this influence is so remote, lie thinks, 
that we could easily neglect it. To anv one familiar with the 
rudiments of the modern theory of value, non-recognition of 
labourer's efficiency and hence of what he helps to produce 
is unthinkable. 

The theory moreover has indications of confusion lx tween 
its statement and explanation. Mill said, for example, that 
wages arc determined by the supply and demand of labour, 
demand of labour itself depending upon thcamountof capital. 
It might be asked here if capital ran be expected to play any 
vital part once it is recognised that the wage fund is almost a 
constant amount. In such a situation it automatically comes 
out that wages arc determined by the supply of labour alone. 
In fart we might question if there remains any nerd for ex¬ 
plaining wages through the wage fund at all il wages must 
equal the minimum of subsistence in the long run. 

The theory thus gives rise to confusion. In its more vul¬ 
gar and extreme form, it seems to suggest that wages are deter- 
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mined by (demand of labour) capital only, for capital alone is 
what will dc used in the direct hire of labour. In a less vulgar 
form it gives the impression that wages arc determined by 
thesuppyol labour and when the “minimum of subsistence” 
is brought into the picture, the very existence of the theory 
would -seem to be unnecessary. 


Moreover to determine a wage fund first and then to 
determine wage per labourer is vei y unscientific. Wc should 
first find out the wage per labourer and then calculate the 
wage fund. 

A labourer’s wage, it might be pointed out, is often-limcs 
pushed up because of (he presence of competition between 
the employers, llow will the wage-fund theory explain such 
fluctuation-. ? It was gi atif) iug, liow’t ver, ilia I later in his life, 
Mill completely discredited the wage-fund theory. 

Tlu residual claimant tin oij. Prof. Walker explains 
wages in a different manner. Tin products of industry, he 
says, are to be divided into fom parts—i ml, interest, profits 
and wages. The first three share> out of these lour, he 
ihiuks, are fixed by ri onomie ronsiderations independent 
of the products of industry. And labour alone is left as 
“the residual claimant’’ lo the produet in ihe end. If a 
piece of land i. producing 50 units of a commodity, and 
Lire output of the muginal land i. 20, llren 30 units go as 
rent to the landlord. Had tin marginal land's output 
been 40, rent would ha' c be- u 10 only, instead of 30 and so 
on. Thus rent is independent of output. So is interest. 
Interest should be “high enough to induce those who have 
produced wealth to save if’. Assume that 5 units arc 
enough to induce savings, thru 15 units are wliat is left to 
be given to the entrepreneur and the labourer now. Pro¬ 
fits, according to Walker, arc determined in the same way 
as rent. Just as there is a marginal land so is there a margi¬ 
nal entrepreneur. If the marginal entrepreneur helps to 
produce 10 units, then (15—10) units i.e. 5 units would be left 
as residue to the labourer. From the total produce wc deduct 
the combined shares of land, capital and enterprise; that which 
is left over would go lo labour. And that is how, says Walker, 
wages are determined. 

28 EE 
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This residual claimant theory is also wrong. If profits 
can be determined by the help of the marginal entrepreneur, 
why cannot the wages too be so’delermined ? In Walker’s 
explanation we can by arguments similar to his prove any 
share out of the total produce as a residue. Rent, profits 
and wages should be, we can say, diet ermined first with the 
help of the margin and then that which remains will go to 
the capitalist. And so on with the share of each factor. 

Moreover, his statement that rent, profits and interest 
arc fixed by economic considerations independent of output 
might easily lead one to think that when the output is enlar¬ 
ged the shares going to the factors of production other than 
labour would remain more or less constant. 

The chief error in this llieory, how r\ er, lies in its ignoring 
the vital part whieh the supply or labour pla)s in the 
determination of wages. And in so far as it makes no re¬ 
cognition of any direct influence exerted b) the productivity of 
labour on the demand for it such as the modern theory 
recognises, it seems toignore the demand oflabour also in the 
problem N of wage determination. 

* The maiginalprodurlivify theoi y. Yet another is the theory 
of the marginal productivity of labom It suggests that 
wages should be determined by the marginal productivity 
of labour and equal it at the point of equilibrium. The 
theory, as is obvious, is very one-sided. For it gives no im¬ 
portance to the sacrifice which labourers exert in production. 
And thus it is theoretically unworkable aho. If we were 
asked to work out wages on the basis of this theory on a 
diagram, since we would have only one curs e —that of margi¬ 
nal productivity oflabour and no other, we would not know 
at which point to stop. In other words, an employer even 
when he pays wages equal to marginal productivity would 
not know now many labourers he should use. And so equili¬ 
brium position may not be achieved. That at the point of 
equilibrium wages must equal the marginal productivity 
of labour is an absolutely correct statement. But how to 
find out this point of equilibrium? And here it is that this 
theory fails. 
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The theory of the discounted marginal product. Taussig 
explains wages in yet another manner. His explanation 
is based on the assumpjjion that labour lakes time to produce. 
If this is so, then the income to the producer from the commo¬ 
dity that the labourer has helped to produce would accrue 
only after some lime. The proper payment to the labourer 
should ordinarily take place only when what he has pro¬ 
duced has brought an income. But the labourer must be 
paid immediately or else he would starve. So the common 
practice, says Taussig, is that the employer, who is a capi¬ 
talist also, pays out ofhis capital advance wages to the labourer. 
These advance wages are not equal to the payment which 
the labourer would have got had lie waited for two months. 
They are less than this payment by the amount of interest 
which the capitalist could have earned in these two months 
on the advanced amount if instead of having advanced it to 
the labourer he had lent it out as capital. The payment 
to the labourer after two months, according to Taussig, 
would lie determined by the forces of supply and demand. 
It would be such as to equal his marginal productivity. 
Since the interest is deducted by the capitalist on the ad¬ 
vanced amount the actual payment to the labourer in con¬ 
ditions of equilibrium docs not equal his marginal productivity 
but is le.\s than it by the deducted amount of interest. The 
labourer thus gets reduced or discounted marginal product. 
Equilibrium wages, therefore, equal the discounted marginal 
product of the labourer. 

Now, this explanation in so far as it suggests that at 
the point of equilibrium wages arc equal to the marginal 
prouctivity of labour, is perfectly all right. But when it 
romes to dealing with making of advances and the discount¬ 
ing of the product, it becomes useless. If any discounting 
is done, and any advance made, we would say that the wage 
of the labourer continues to be equal to his marginal 
product; only that, out or this wage he pays out some 
interest which his employer might have got any where else 
had he not given him his wages before time. For the 
reason that A gives 200 out of his 500 rupees income in 
payment of his taking a loan, we would not say that d's 
remuneration is Rs. 300 only. So also in the rase of the 
labourer. The fact of his paying interest docs not imply 
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that the labourer's wage is less than his marginal product. 
Taussig takes useless pains iu explaining this discounting 
process; it makes no difference to labourer’s right share in 
production. 

Moreover this process is in 1 \ idcncc in case oi all other 
factors besides labour. Will not an entrepreneur also wait 
for two months to get his profits .■* Will lie not cat during 
this lime, and for that purpose borrow from the capitalist :' 
Will he then not pay out of his proirs the capitalist's interest ? 
Will not his profits too, lilt wages, stand reduced or dis¬ 
counted in that situation ’ 

The modern thcoty oj supply and dinuwd. It will suffice for 
us to say that wages being the price of labour aie detei mined 
like other prices by the forces of di ni.aul and supply. At 
the point of equilibrium they are such .is to equate these 
forces to each other. The buyer of labour at such a point 
gels an amount of benefit from its use equal 10 the price ilia 1 
he pays for it; the seller of labour i.e. (he labourer gets a 
remuneration sufficient to lompeusaO him for hi-, sairiiices. 
Since the benefit of die buyer ol'laboui t oie'sls in tin mai ui- 
nal productivity oflabour, he will .not p.u a price greater 
than this marginal productivity: if he did so. 10 the margi¬ 
nal unit he would be paying moie Mian what that unit gives 
him. And this goes against his srlfimerist. He will dismiss 
such units rather than have them at a loss. When lie does 
this two tendencies set in to work. On one side his demand 
for labour goes down, and if supply remains the same, wages 
tend to fall. On another sidr wheu less units of labour are 
working than before, the marginal productivity tends to move 
up. And thus the gap between the price of labour and 
its marginal productivity gradually nariows down till 
the price of labour becomes equal to its marginal producti¬ 
vity, and equilibrium is reached. If wages aic less than the 
marginal product, the buyer of labour will engage more 
and more units orit till the wages move up owing to increased 
supply and the marginal product diminishes and the gap 
that originated these tendencies is filled up and equilibrium 
is restored. At the point of equilibrium wages must equal 
the marginal productivity oflabour; the employer must 
pay back what he receives. But the employer receives 
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physical product and the labourer wants payment In money, 
so the employer must get this physical product convertediu 
terms of money and them pay the money amount to the labourer. 

How, it might br asked here, does an employer evaluate 
in money terms the wages that the labourer is to. be paid. 
The principle of evaluation is based on the recognition of the 
fact that if the matginal piodure brings a revenue at the 
margin equal to A’ rupees in amount, then the employer, 
assuming that the marginal produce is one* would not pay 
an amount greater than X to his labourer. The wages 
thus are to be r valuated as the marginal productivity 
of the laboun a multiplied by ibr marginal revenue. 
If the marginal produclnity is indicated by one and ‘X is 
the marginal revenue, tlnn X multiplied by one is the evalu¬ 
ation of the monry wages that the employer would pay to 
his labourer. Why should not he pay more than X ? If 
he pa) s, evidently he suflrrs a loss on the marginal unit. 
The marginal unit brines him an income of A' rupees only 
(this is wlial is implied in the statement that the marginal 
m enue i.e. the revenue or income from the sale of the margi¬ 
nal unit is X). 15 ul he would be paying his labourer more 
than X and this surely enough goes against his interest. He 
would either redurc the amount of wages till it becomes equal 
to what the marginal unit brings him i.e. X , or dispose of 
some units of labour, till the marginal unit began to bring 
to him Lhc amount that lie is actually paying. If the wages 
are less than A’, (i.e. less ihan the marginal revenue multi¬ 
plied by the maiginal produce) the employer would be 
reaping a profit. Whereas the marginal unit would be 
getting for him an income of X rupees, he would be paying 
for that unit less than lliis X. And so there would be a 
tendrnry to use more labour till this profit disappeared. 
The employer would then be paying to his labourer just 
the amount that the marginal unit of his produce would be 
bringing to him. 

The difference betieeen marginal revenue product and the value 
oj maiginal product. Why shouldnot the employer, the question 
arises, pay his labourer an amount equal to the marginal 
product- multiplied by price? Wc have just seen above 
*Thc assumption is fin the sake of simplicity onl). 
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that the labourer should be given a wage which is necessarily 
equal to, marginal produce X marginal revenue, or else 
the employer would not be in equilibrium. If he is given 
marginal produce X price, it may or may not be equal to, 
marginal produce x mai ginal revenue; it may be greater 
or less than that amount. If it is greater, then he would 
be paying his labourer mmc than X which he would not 
do in the interest of equilibrium. If it is less, he would 
be paying less than X which too he would nol do. If, how¬ 
ever, marginal produce X price, is equal to X which is, 
marginal produce x marginal lev enue, in our case, he would 
readily pay that amount to the labouicr for it is an amount 
which he should hu\e paid for reasons analysed above. 
Thus we can maintain that an employ a would pay, margi¬ 
nal revenue X price, as his labourer’s wage just so long 
as this amount was equal lo, marginal produce/ marginal 
revenue. In the case ol a divergence between the two, wage 
will equal, marginal produce x marginal menuc, and 
not, marginal produce X price. The technical names by 
which these amounts go in the modern theory of wages are 
marginal revenue product for marginal pi oduce / marginal 
revenue and value of marginal product for marginal produce 
price. Wages must equal marginal revenue product 
in any case; they might equal \alue of marginal product 
also in some cases but only in those where \aluc of marginal 
product is equal Lo the marginal re 11 nuc product. 

So far as the demand lur labour is concerned, therefore, 
the employer keeps an eye on the marginal productivity 
evaluated in money, 01 on marginal revenue product. His 
dqmand cun e for labour would be expressed in terms of 
marginal productivity or marginal revenue product which 
is what he has necessarily to pay to the labqprer if he wants 
lo achieve equilibrium. But mere knowledge of the demand 
curve does not help him to determine how much labour 
he should employ. In the market for labour where he happens 
to be a buyer, labour is in supply at different rates or may be 
at the same rales everywhere. And his task would be 
to compare these rates or wages (that market conditions 
compel him tu pay to the labourer) with the marginal pro¬ 
ductivity of labour or its marginal revenue product. Where 
marginal revenue product is equal lo the wage rale prevail- 
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ing in the market, he would stop buying more labour; where 
it is less than the wage rate, he would use more and more 
labour (for there will be profit) till marginal revenue product 
becomes equal lo the wage rate. The opposite would happen 
when the marginal revenue product is greater than the 
wage rate. 

The market or the industrial wage on which the 
supply of labour depends and to which an individual employ¬ 
er adjusls his own dc maud must be sufficient to compensate 
the labourer for his sacrifices. If these sacrifices are greater 
than the inaikcl or industrial wage, labour supply will contract 
till wages arc high enough to compensate the labourer’s 
sacrifices If the sacrifices arc less than the wage, labourers 
in the indusliy will base a tendency lo work more; 
labour supplj will increase till wages become low enough to 
coirespond to the sacrifices. Thus from the point of view of 
the entire industiv, of which the producer whose rase we 
have been examining so fin is only a part, wage rate must 
be suih as to cquj I the mai ginal saci ific e of labour. On the 
one side the wag'* i ,hi of the indusliy is that to which the sup- 
pi) of laboui adjusts itself and in such a manner that at the 
point of equilibrium the mat ginal sac i ific e of labour equals the 
wage. On the olhri side it is the standard to which the 
individualproduc ei oi him has to adjust his demand for labour 
in such a raannei chat it ise(|ual,and neither more nor less than, 
the maiginal pioduithity oi marginal icvenuc pioduct of 
the laboui engaged. If the maiginal sacrifice of labour is 
Z, the industrial wagr is T and the marginal revenue product 
of an employer is A', then pci fee l equilibrium would come 
only when A' -t=Z- If A' Y but Z is greater than 
then Zt % °uld be gre aiei than A’ too i.e the marginal sacri¬ 
fice of labour would be greater than the marginal revenue 
pioduct (which is given to labour as its wage) and labour 
supply will have a lendenc) to contract. If AT-i", but Z is 
less than Y, X will be greater that Z> the marginal sacrifice of 
labour will be smulln than its wage and labour will have a 
tendency to expand in supply. If Y~Z, but X is greater 
than Y, then AT is gieater than Z> the employer will be paying 
his labour more than its sacrifice and thercbv feel that he is 
being A xploited- If Y = £,but X is less than 1 , then X is less 
than Z> the marginal sacrifice of labour will be greater and the 
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employer thinking that he can yet exploit the labour to his 
advantage increase his demand for labour. And thus in all 
these situations equilibrium will constantly be disturbed 
owing to fluctuations in the supply oi and the demand for 
labour. It is only when X=Y=%, that there will be no 
tendency for supply or demand to fluctuate and will 'be 
complete equilibrium. The amount of labour the employers 
would be demanding at the rate X is what the labourers would 
be themselves willing to supply. Tor they would neither 
be losing nor gaining on their saciihcc in making that supply 
available*. Noi will the employers tW'l any profit or loss 
in such a situation Equilibrium wage iate for an employer 
is thus a resultant of the supply of and tin* demand for labour 
both being adjusted to each other with ihe help of the indus¬ 
trial rate pres ailing in the market. 

Wage in aptrjtcily competitivemmkei. It might be question¬ 
ed here and rightly loo whether it is necessary that there 
should be a single industrial wage rale prevailing in an industry 
at any given lime. There would be a single wage rale in an 
industry or a market only when therr is perfect competition 
and each employer or producer who buys labour feels power¬ 
less to influence the wage rale of the type of labour under 
consideration. It would not be a single wage rate if the 
market is ruled o\ei by peiftri or partial monopolists. Let 
us first see how in a market where owing to conditions of 
perfect competition a single wage rale c\isLs, an employer 
adjusts his demand for labour to the existing wage rate for 
purposes of achieving equilibrium. The case of markets 
characterised by monopoly and hence disergent wage rates 
will be taken up later. 

At first we stipposc that there is amongst the employers 
perfect competition not only for the piorurement of labour 
but also for selling off the commodity which that labour 
helps to produce. When pci fed competition obtains in a 
commodity market, the price for that commodity 

•The “sacrifice” now refers to the marginal sacrifice—the sacrifice 
of the marginal unit. This sacrifire will evidently he greater than the 
sacrifice of the earlier units. And so on such units, labour will be earn¬ 
ing surplus or rent. 
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a the marginal revenue 

=-the producer’s average cost in producing that 
commodity 

—his marginal cost also. • 


We has e seen a bos *■ that an employer must pay his labourer 
an amount which is equal to ihe marginal productivity of 
labour multiplied by the margin'd irvcnuc which the sale of 
the marginal unit bring* lo him (Vum the commodity market, 
i.e. he must pay to his labourer marginal revenue product. 
Now in this particular atse which we have chosen, price is 
equal to marginal revenue, and therefore, marginal revenue 
product becomes equal to the value of marginal product. 
We can therefore say that, when there is perfect competition 
in the commodity market., the employer of labour iwho also 
happens to be the pioduccr of the tommodity in question) can 
alford to pay as wagrs the \alue i>f marginal product in 
trrms of which In- reckons bis demand for labour too. It is 
the value of marginal product which li • adjusts to the existing 
wage rate to fix up his demand. 


wages 



In a perfectly competitive market of labour, an indivi¬ 
dual employer has no control ovrr the wage rale and he has 
to take it as fixed for himself. In such a situation then the 
curve showing the wage rale must be horizontal. Since supply 
of labour in the industry depends upon this wage rate, the 
curve indicating wage will also be indicating the supply of 
labour. This (fixed) wage curve for labour or the supply 
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curve for labour cannot be rising or falling curve or else it will 
imply that the individual employer can cause fluctuations in 
the wage raltu. And perfect competition does not warrant 
any such fluctuation from the individual employer's side. 
Thus the supply curve for labour will have to be a horizontal 
straight line. 'Jlie demand curve for labour will have to be 
falling for then alone it ran indicate the feet that when wages 
to be offend in terms of the value of marginal product or 
marginal revenue produt t are loWj the demand for labour 
is high and vice versa. After the supply and demand cur>es 
for labour have been thus determined, the employer will be 
in equilibrium where the two curves cut each other. For 
it is their that tlic supply of labour will become equal to 
the demand for it. And the value of the marginal product 
will equal the market or indu>lrial wage rate. At any other 
position, llicre will be a divergente between the two and 
hence no equilibrium. 

Wages under imperfeil competition. In rase the employer 
is placed in a market where his commodity is sold under 
conditions of iinpcrfrrt competition, the value of maigiual 
product would become different from the marginal revenue 
product owing to differences in the price and the maigiual 



revenues accruing from the sale of the employer’s commodity. 
In such a case, ihr employer’s demand curve would indicate 
marginal revenue product in place of ihe value of marginal 
product. But the demand rurve itself will continue to be 
t illing as before. And if perfect competihon is still assumed 
in the labour market, then the shape of the supply curve 
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will also remain completely unchanged. Equilibiium as before 
will be determined by the inteisection of the demand and 
the supply curves. 

Often it happens that a producer who is a monopolist 
in the commodity market is a monopolist in the labour market 
also. The employer of labour can influence the wage rate 
existing in the market just as he c«m influence the pi ice of 
his commodity. In the earlier cases wt had assumed that 
he had no power to change the wage rates; now wc come to 
situations in wliich he tan cfllct changes. 

Such situations can imply either of tlic following two 
possibilities: (i) The pioduccr or employe! is on absolute 
monopolist and all the In ms constituting the industry an* 
completely under his control so that ihc question of any lival 
or a competitor emerging against him hi the buying of labour 
dors not arise. He can linn influence wages in any manner 
he chooses. There is no oppmtunity for the labourers to 
move on to the other cinpIo>rii in Case of their being exploited 
for, the other employcts simply do no exist; 12) the producer 
or employer has a partial control over wage iatcs such that 
when lie passes a certain limit the labourers under pressure 
of exploitation move on to his ri\ als. Wc take up this second 
possibility hrsl—the situation in which a partial monopoly 
exists in the labour market. In the commodity market wc 
assume perfect competition (though generally it is imperfect 
competition that obtains in reality] so that the employer's de¬ 
mand curve for labour shows the value of marginal product. 

The supply curve of labour, in the absence of a fixed 
uncontrollable wage rate in the* mai kei owing to imperfect 
competition would not be a horizontal one. It wouldinstead 
be slanting and lising fiom the start. We cannot have a 
falling supply curve for suih a rurvr would Imply that larger 
and larger number of labourers is willing to work with every 
decrease in the wage. Anil so we arc led to a supply ruxve 
for labour which is necessarily rising, 'flic demand and 
supply curves haung thus been obtained, the employer will 
come to equilibiium at the poinl whoe 1I11 two curves 
intersect, so that the supply of labour is equal to the demand 
for it. 
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If ihe commodity market is characterised by imperfect 
competition and the labour market continues to be imperfect 
as before, nothing would change in the diagram save the 
content of the demand curve which instead of showing the 
value of marginal product would show now marginal rveenuc 
product. 

In the diatrram showing equilibrium under imperfect 
competition in the labour market, PM is the wage that 
would be offered for OM labour supply. All units of labour 
from P downwards will be getting the same wage PM. It 
is evident from the diagram dial the Ith unit of labour would 
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have been iorlhcomoing at a wage p 1 only. Hut since the 
wage now is PM instead of p' 1, the. 1th unit is getting surplus 
equal to (PM -p'l ); so is labour getting surplus on the kth 
unit also; In fact the surplus of the kth unit is greater than 
that of the ltnfor it was willing to make itself available at a 
lower wage. The MAi unit earns no surplus for it gets just 
what it was willing to accept to make itself available. All 
other units except the M th arc earning a surplus and just 
so long as each unit continues to be rewarded at the same 
wage rate, this earning of surplus would evidently continue. 
The employer in our case is partial monopolist and hence 
his inability to slop this surplus from flowing into the hands 
of labour. When the employer is an absolute monopolist 
he sees to it that he pays to each unit of labour just what 
induces it to work for him. 
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Wages under absolute jnonopoly. This brings us to the first 
possibility indicated above that the employe.) in qutstion 
i, absolutely fire to influence wage rates. Tin labourcis 
will have to accept whatever wages he pays them ‘■ubject, 
of course, to the limitation that their wages aic not less than 
in other industries or below ihe minimum just sufficient to 
maintain the efficiency of the Inborn us. Beyond these 
limitations, of ionise, ihe monopolist will be fm to exploit 
laboureis to any extent he lih.es. The more poifect is his 
monopoly power, the morewid he tend to deprive each unit 
of labour <>f thi mm plus that it coulcl otheiWise cam. When 
rnonopolv powu is perfect, rath unit of labour gets jusl 
that which n sufficient to induce it to wothi c either the 
minimum oi subsistence or the income which i. might get 
from moving on 'o ■.ome otlui industry 

In a aLualion chaiaculised, llimfoif, l>y .<h>oIute 
monopoly in the labour market, the >amc cmplovu would 
he paying difK mil wages ai ihe sam'* 'ime to the diflcient 
imits of labout engaged in su.li a mannri ih.it no unii earns 
a surplus above its minimum foi efficient subsistence oj the 
oppoitunity incomer which it inighi get bv m ivin" ou to some 
oilrri employment Tlii> does not imply howeve. tlut no 
unit oflabour would get a wage rqn t l i > die marginal re¬ 
venue product. Liu marginal lcvcniv* piotlutl will be 
theiL, arrd it would sc I Ihe maximum ’ndl 1o whi'h the 
monopolist could go All laboutets who mu.c luve more 
than this marsrnal menue producl, (for it r. oilv a qrcatei 
amount that would maintain then tlficiincy oi prevent them 
from moving elsewhere) will not be cn«*a< cel by rhe monopo¬ 
list. And thus hue too as in the tar lie i i vc s, die limit to 
thetotal supply of Jabemc is set bv the point when the supply 
i« equal to diedeniandat aw.gc which is equal in the marginal 
revenue product. Beyond this point tilt supply will not be 
forthcoming and there* will, therefore, be no c quilibrium. Hie 
difference brtween this extieme case of absolute monopoly 
and the earlier cases of imperfect and perfect competition 
consists in this that whereas in the case of partial monopoly 
and perfect c ompr tition labour will get the .amc maximum 
wage equal to the maieinal levenuc product, in the case 
of absolute monopoly the marginal or the last unit will get 
the same maximum wage equal to the marginal revenue 
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product, the earlier units getting less and less amounts 
depending upon their rcspcctiv r minima of subsistence or 
opportunity incomes. Bui die maximum wage, however, 
must in all cases nei ewiily equal the marginal revenue 
product. 


The Problem of a Just Wage 

We have seen now what wages can and would be olfcied 
to the labourers if equilibrium is to be reached in the labour 
markcl. AH situations point 1o the conclusion that equili¬ 
brium wage rate would he equal either to the marginal pro¬ 
duce of labour or to som ■ \aiiant of this mirginal producr. 
But the question still remains whether or not the equilibrium 
wage can be regarded as a juk wage also. This in fact is an 
offshoot of a wider consideration of Mr just pike. In compara¬ 
tively iei cut times how er si,me controversy has raged round 
the seryncces.il' oC i.ii .in * ibis question, a number of econo¬ 
mists ha.iug npntcdlv been poinling oul that economic 
analysis is umonrrmed with Ihe questions of ethiial import- 
justice, injustice and the like. But despite any such controversy 
it would he woi Ihwnile not to omit this question, even if our 
considerations here could he only of the nature of an ele¬ 
mentary and passing reference. 

J.B. Clark has maintained that equilibrium wage equal 
to the marginal produce of laboui—is a just wage also. For 
here a labourer gets just wha< lie contributes to production. 
And there is no evidence of exploit i*ion. J.B. Clark’s con¬ 
cept of economic juslirc seems to be based on the receiving of 
an income equal to that which Ihe recipient has helped to 
produce. • 

And vet it is not this type of economic justice which 
commonly rests in the minds of men when they talk of a 
high standard ofliviug, of more equitable distribution and so 
on. Economic justice to an average mind is a far deeper 
and idealistic state of a (lairs than is implied in the Clarkian 
concept. It refers, pnhaps, to making payments even to 
ihosc who did not prorluic. The fact of the payment of heavy 
family allowances to men with a dozen children even though 
their contribution to work is the same as of issueless gen- 
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tlemen is commonly thought as a better evidence of econo¬ 
mic justice than the fact of no such discriminating payment. 
So also is thought the fact of old age pensions or compensatory 
payments to the soldiers who are disabled in a war. If 
such a concept of economic justiceis lakcn, then (Harks state¬ 
ment that equilibrium wage is also a just wage might easily 
be questioned. For here ihcn there can be no ground for 
the payment of allowance for children or compensation for 
a soldier's disability. Nor can there be the question of 
raising tin* standard of living of those who are getting less 
by paying them higher remuneration so that they may live 
a dcient i>pc of HP*. A fallen man, dull, incmcieni and 
dishonest, who gels less for he works lcis and hence produces 
less, would not be given more and so tin* incentive which 
often comes lo better living, greater efficient) and hence 
more production through higher remuneration would be 
naturally absent. Judged by the concept uf economic justice 
as it happens to be in the popular mind equilibrium wage 
is not ncrrsaiil) a just wage also. 1< wmld be a just wage 
only if it maided Julmur lo live the ‘.imc type of efficient 
and decent life in society as the other classes. 1'he concept 
in the mind of J. B. Clark docs not in\ ol\ e any such condition. 
To him so long as labour, or for ilic matter of that, any 
other factor of production gets the remumiaiiou equal to its 
own contribution to production croimmii justice is done, 
its remuneration is a just remuneration. At the position 
of equilibrium, he says such a situation exists; labour gets 
back in wages what it had helped to produce. 

It may be worthwhile considering here what precisely 
is meant by the productivity of a factor. We maintain that 
ihc factor labour is paid a wage that equals its marginal 
productivity. And we determine marginal productivity by 
decreasing labour by one unit and measuring the loss of 
produce mused by it. And since the vthhdiawal from woik 
of any other one unit of labour of equal efficiency would also 
cause the same reduction in output, wcmiintain that the 
wage rate must equal the marginal produr'irity thus cal¬ 
culated. Now, it must be noted that thi< amount i-> not an 
independent and specific contribution of labour to production. 
No individual by his own effort, unaided b\ other facto/s 
of production, can produce anything. Even the addition 
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made to produce by the employment of the last labourer is 
the joint production of all the factors. If you add 011 c more 
labourer to the total number engaged in producing a commo¬ 
dity he gets the co-op- ration of the other factors and the in¬ 
crease in the produi »■ tint) we asm be or impute to this la¬ 
bourer is, in fact, there suit of tlu* combined work of all factors. 
A part of the extra produce is Lhus due to the effort of other 
factors. Yet, in one sense, l* e marginal produce can be re¬ 
garded as the contribution of the marginal labourer. For, 
if lie is not solely the producer of this additional output 
he is certainly and undoubtedly solely responsible for this 
addition. Rather his presence is the sole cause of this margi¬ 
nal increase in the produce obtained. It is his presence that 
makes the other factors offer their cooperation. And it is 
only in tills sense, that we can maintain lhat the marginal 
productivity of a factor can be determined and its remu¬ 
neration accordingly adjusted. 

Now, thin, if ill'* labourers vcL what lliey, in some 
sense, produce can it be liMui'ained that iiie> get a fair wage ? 

Yes, perhaps, in one sense wc can. Equilibrium wage 
is necessarily an ideal thing at hast under the conditions 
or assumptions Lb 1 ' which it has been worked out. And 
since any ideal thing would be a right thing also, equilibrium 
wage is a right payment. And since any ri<»hl payment is 
in some sense at least a just payment also, equilibrium wage 
is a just wage also. And so we may slate that at the point of 
equilibrium when labour is paid marginal produce or some 
variant of it, it gets a remuneration that cannot be 
categorically called unjust, but beyond this analysis what 
would happen we may not easily be able to consider unless 
wc choose surpassing the limits within which this book 
is to lie. 



CHAPTER XLn 

RENT 

Rent may best be described as that part of the produce 
thal goes tq the owner of land. We have already seen that a 
number of factors ha^'to work together in order to produce 
a commodity or perform a* service. Each of these factors 
therefore claims a part of the value produced. The part that 
the owner of land claims for himself is known as rent. 

Here we are faced with two difficulties. In the first place, 
we have to define the term land and, in the second, we have to 
see in whal sense, if any, land so defined can be regarded as a 
fartor of production. The first of these two difficulties must 
claim our prior attention. 

The word land, as so mam other words wc use in economics, 
has been borrowed from common parlance. To the man in 
the street it connotes the idea of earth or soil. But economists 
ever since the lime of Ricardo have used this term to include 
till natural agents that help man in the production of wealth. 
Thus the word land .signifies to an economist soil, water, sun¬ 
shine, heat etc. Ricardo defined rent as the payment for the 
permanent and indestructible powers of the soil. It is obvious 
iiom this that for him land in its true sense consisted ol'pcrma- 
nrnt and indestructible powers of the soil. And since the pro¬ 
perties of the soil are dependent on heat, sunshine, water, 
etc., we can let his definition ofland include all these natural 
a cents also. 

Marshall and oilier economists who followed him have 
.dsn understood by the term laud all the natural agents that 
help us in the production of wealth. Land has therefore often 
been called the free gift of Nature. This description of land 
brings out the contrast between land and capital. Both help 
ils in production : but while capital is a man-made agent, 
land is a natural agent. All man-made Lhings are des¬ 
tructible and so capital is destructible. Land is therefore not 
destructible. It is an original, permanent and indestructi¬ 
ble agent. 

29 FE 
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Rent is that part of the total produce that is claimed by 
the person who supplies such an original and indestructible 
agent. Now, it was realised even by the classical economists 
that perhaps there is no piece of land that is, in the strict sense 
of the word, original and that there is no plot of land whose 
fertility is quite indestructible. Man always alters the phy¬ 
sical and chemical properties of soil before and during its use. 
The soil he uses is therefore not entirely original. Nor, for 
that reason, is the fertility of the soil absolutely indestructible. 
Ricardo-and others therefore said that not all that goes to the 
owner of land should be called rent. A part of it must be re¬ 
garded as interest. It is that part which he can regard as the 
remuneration for the capital invested by him in land in order 
to make it more suitable for use. In other words, the classical 
economists would say that the so-called plot of land is not en¬ 
tirely land. Only that part of il which is original and indes¬ 
tructible, should be reckoned as land. It isof course difficult 
to point out what pari of a stretch of land is land in the true 
economic sense. All that can be said is that it is partly land 
and partly not. If the owner regards 20 per cent of what he 
gets as his share of the produce, as interest on his capital, then 
one can say that the plot of land is land in the eeonomic sense 
to the extent of 80 per cent only. 

Rent is then what goes to natural, original or indestruc¬ 
tible agent. Now if rent is thus a part of the produce that is 
appropriated by the owner of such original agent, it is clear 
that it cannot be regarded as a remuneration for a sacri¬ 
fice on the part of the owner. What is original and is not in 
any sense made by you does not involve any sacrifice. 
If you have 1 o sacrifice some time and energy to appropriate 
a plot of land, then a part of what you get will be called wage 
and the rest will be rent. What is then truly rent is not in 
the nature of a remuneration for sacrifices made. 

Here we are face to face with the second difficulty re¬ 
ferred to above. If rent is obtained from the use ol what is a 
free gift of nature; if the landowner has to make no sacrifices 
in supplying such a gift for productive uses, can land be re¬ 
garded as a factor of production or the landowner an agent of 
production ? It cannot be disputed of course that a plot of 
land plays an important part in production. Without it no 
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procudtion is at all possible. But look at the problem from 
the point of view of its owner. Is he a factor of production ? 
Is he in the right sense of the word, engaged in a pioductive 
activity ? What is production ? It is an indirect act of satis¬ 
fying a want. It docs not yield satisfaction directly. It is, 
immediately, an irksome exertion. It is, in other words, an 
act involving some sacrifice for the sake of future gain. If 
production then necessarily involves sacrifice can the 
owner of land who sacrifices nothing, justly be regarded 
as an agent of production ? A plot of land may be called 
a factor of production in the sense that it is one of the things 
that we need for purposes of production. But the owner of 
land is certainly nut an agent of production. It is precisely 
for this reason that the income of the owner of land is regarded 
as a surplus. The word surplus conveys the idea of some 
thing that is over and above one’s cost. It docs not there¬ 
fore remunerate one for one’s sacrifices; and that is be¬ 
cause there is no sacrifice that the owner of land has to make. 

Wc hat e already observed that most, perhaps all, pieces 
of so-called land arc not entiicly free-gifts of nature. If a 
plot of land is then only partly a free-gift and therefore only 
partly land, what are we to call it ? Shall we call it land or 
capital or a combination of both? Perhaps the last descrip¬ 
tion would appeal to be the best. Bui then, what is a tool, 
a machine, or a brick ? Is not a brick also parity a free gift and 
partly not ? Is it not as much a product of human effort 
applied to some Nature’s gift as any piece of so-called land ? 
If then we call a plot of land, a combination ofland and capi¬ 
tal, we shall have to so call every material thing that'we use 
in any act of production. But it has never been suggested 
that a machine should be called a combination of land and 
capital. Let us therefore agree to call the so-called piece 
ofland capital and only remember that it has a land aspect. 
That is, let us say that every material thing used in produc¬ 
tion is capital with an clement of land as its free-gift aspect. 

If we accept this view, a stretch of earth, the so-called 
land, becomes capital. Land as an independent factor 
ceases to exist. And in so far as there is no land as an in¬ 
dependent factor, there is also no Jaclor of production called 
land. This view would justify the statement that land is not 
a factor of production. 
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We have so far stuck to ihr classical definition of land 
and studied the full implications of the phrase free gift of 
nature , or of Ricardo's description of land as original, per¬ 
manent and indestructible powers of the soil. The classi¬ 
cal economists did not say 111 so many words that a plot 
of land is capital with a land aspect in it. But their mean¬ 
ing of the word land and theii explanation of it clearly sug¬ 
gested such a view. 

The modern economists therefore make really no dis¬ 
tinctive contribution of tlicir own to the meaning of the word 
land when they say that every mateiial object used in pio- 
duction is land to the extent to which it is specific to one par¬ 
ticular use. Let us therefore study in some detail the modri n 
explanation of the word laud. 

Modern Definition of Rent 

Some modern economists prefer to distinguish land fiom 
capital on the basis of its specificity. They say that an object 
can either be put to one specific uSe or to more than one. 
When it is capable of being put to more uses than one it is 
capital; and when it can be pul to only one use it is land. 
Ignoring for the time being the fact that there is no object 
that cannot be put to scrveral u-.es let us see what such a dis¬ 
tinction implies. Economic behaviour consists in the exercise 
of choice. In the case of any particular object that can be 
used for productive purposes, the exercise of rhoire consisls 
in determining what amount of it shall be used for one pur¬ 
pose and what amount for other alternative purposes. Thus, 
when an object is capable of being put to several uses it allows 
us scope for the exercise of our choice. Capital thus becomes 
an object of economic behaviour . Land, on the other hand, 
being defined as an object thal can be put only to one use, 
offers us no such scope for the exercise of choice. It does 
not, therefore, become in the right sense of the word, an ob¬ 
ject of economic behaviour. 

What is then the difference between capital and land? 
Capital figures in a behaviour that can be called ccomomic; 
land does not. And since economic behaviour is concerned 
with minimisation of cost, it follows that in the case of capital 
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(he calculation of cost (and its consequent minimisation) is 
possible. In the case of land, on the other hand, no cal¬ 
culation of cost or its minimisation is possible. Whatever 
one gels out of land is therefore just a gift—an income without 
cost. A specific good is ihcreioic one tlut yields income with¬ 
out cost. This biings the new definition of land into eon- 
loimity with the classical conception of land. The modem 
economists say that land is a specific factor; income 
lioin it is obtained without cost. The classical eco¬ 
nomists said that land is a free gift of Nature. The two ways 
of defining the word land therefore point to the same fact, 
namely, that land is after gift. It is not man-made. Income 
Horn it is obtained without cost. It is a pure surplus. 

Let us uow understand the woid rent as a suiplus. 
We know lhal Ricardo explained rent as a surplus over cost, 
the cost being equal to the value of the produce raised on the 
maiginal laud. In a country that is sparsely populated, he 
says, the most fertile land is first cultivated and the produce 
1 aised is consume d by the people. Since land of this quality is 
available in plenty there is no need of cultivating inferior quali¬ 
fier of land. There is no rent. As the population glows, it is 
lound dial the produce raised is insufficient to meet the demand 
at the prevailing price. The price of produce rises and con¬ 
sequently it yirlds a surplus over cost. This surplus is appro¬ 
priated by the owner of land. But as the price rises it be¬ 
comes profitable to cultivate land of a slightly inferior quality. 
For, this second grade or land can now, by selling its produce 
at the lnglici pine, u-cover iis cost of production. Since 
it is just able t<> cover the cost it bears no rent. If, how¬ 
ever, the population was to inire.ise further the piice would 
rise again and this second grade of land would begin to 
earn rent. Land of a slightly lower fertility would, at this 
stage, begin to be brought under the plough. At every stage 
of the population growth their would thus be all glades of 
land but one earning rent. The land at the margin, called 
the marginal land, would be the only land going without 
rent. 


What follows from this is that the value of the produce 
raised on the marginal land just equals the cost of tailing it. 
There is therefore no surplus of income over 'cost and con- 
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scquenlly no rent. All other grades of land that produce 
more are able to earn a surplus above their cost. The sur¬ 
plus in each case is appropriated by thr owner of land as rent. 
We can say therefore that rent is the surplus of income over 
cost. If we have to express rent in kina, we would say that 
the rent in kind of a plot of land is the difference between the 
produrc raised on it and the produce that is raised on the 
marginal land of the samr size cultivated in thr same way. 

Let us sec now whether according to the modern defi¬ 
nition of rent it can be understood as a surplus ofinromeover 
cost. 


W'c have already said that accoiding to the new definition 
land is a .specific factor. It is an object that can be put to only 
one use. Now, if a thing can he put only to one use it means 
that when it actually is put to that use, we have not to forego 
any oilier use of it. And if we have not to forego any other 
use, it follows that we have to sacrifice nothing in using the 
thing in the only one way in w'hich it can be used. And since 
there is no sacrifice there is no cost. We say that when we 
purchase a book for five rupees the procurement of the 
book costs us five rupees. In other words, putting our live 
rupees to this particular use of purchasing a book with it, costs 
us as much (utility) as five rupees. If now there was no other 
use that the five rupees could be put to, that is, if you could 
not purchase with them any other thing, would you say that 
it costs you five rupees, or utility worth five rupees, to gel 
the book ? One could say so if one liked, but it should be 
clear that if one could purchase nothing besides the book the 
five rupees would be otherwise useless and one would not consi¬ 
der it costing one anything to purchase the book. 

We see therefore that there is in reality no cost involved 
in using a thing that can be used in only one way. And if 
there is no cost the entire income becomes rent. For, the 
entire income becomes a surplus over cost. And if a thing is 
not entirely specific, that is, if it cannot be put to only one use, 
but to two uses, in one of which it can produce much more 
than in the other, then, we can say that it is in a great measure 
specific to the use in which it is able to produce more. Thus, 
for instance, if a thing produces Rs. 100 when put to one use 
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and only Rs. 10 when put to the other use, we would say that 
it is specific to the first use to the extent of 90%. And in such 
a case rent would be equal to Rs. 90, that is, Rs. 100 minus Rs. 
10. And since in this case one has to forego the income of Rs. 
10 in order to be able to get Rs. 100 one can say that Rs. 10 
is the cost of earning Rs. 100. Rs. 90 thus is the surplus of 
income over cost. Rent then, according to our new defini¬ 
tion, is also a kind of surplus. It is surplus over what may be 
called the opportunity cost. Thus, even when rent is viewed 
as a surplus over cost we find the classical and the new de¬ 
finition yielding the same result. 

Fertility and Situation Rent 

Wc shall now pass on to some more practical conside- 
lations. We have seen how the so-called land is really capital 
and how the income from it is therefore interest with only 
nn element that may be called rent. We shall now, at least 
lot the time being, abandon this theoretically correct view 
and understand by land soil or earth that is put to any pro¬ 
ductive use. It is necessary for us to do that in order to be 
able to discuss some practical problems in familiar terms. 
Hence in what follows we shall mean by land the so-called 
land and by rent the income that the owner of it gets after 
deducting from it interest on capital that he may have invested 
on the land or wages for any work that he may have done 
during its productive use. 

Ricardo explained how the marginal land pays no rent 
and how the other plots of land pay rent according to their 
fertility. The land that is most fertile pays the highest rent 
and the one that is slightly less fertile pays a slightly lower 
rent, and so on. That is so because the more fertile plot 

I jroduces a greater surplus over the produce of the marginal 
and than a less fertile one. Now what is true of fertility is 
also true of situation. A better situated land pays higher 
rent than another that is not so well situated, even though 
they may be equally fertile. That is so because the land 
that is more favourably situated is more productive of value. 
The land that is poorly situated is cither far olf from the market 
place or else has more costly approach to it. The result is that 
in order to sell the produce a greater cost of transport has 
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tobc incurred. Suppose that there arc two plots of land 
of equal fertility. When cultivated in the same way they 
yield a surplus of Rs. 100/- each. One of these is closer 
to the market for grains than the other. Let us suppose 
that the cost of transporting and selling the produce of the 
first plot of land is Rs. 10/- while that of ihe second 
plot is Rs. 30/-. Then, the first plot of land will earn a 
rent of Rs. 90/- while the second plot will earn a rent 
of Rs. 70/- only. In this way Ihe land that is situated 
liir off from the market and has to incur the eosi 
of Rs. ioo/> to transport and .sell ils produrc will not 
earn any rent. It becomes the marginal land, nol one 
having marginal fertility, but one being on the margin of 
situation, as it were. 

When, rent is measured in terms ol iiionev wc cannot 
therefore say that the more fertile land alwavs pass mmr 
rent. But if svr measure cent in terms of produce then 
equal!) fertile' lands pay equal rents on the .spot. The land 
that is far off from the market for the produc e will reccise 
the same rent in kind butilsmoncy value would be less. When 
rent is measured in kind we define it as the difference 
between the produc e of the land cinder question mid the pro¬ 
duce of the marginal land. Heie maiginal land means the 
land the value of whose produce is jusl equal to the cost of 
raising dial produce. Suppose that the land under question 
produces too nraunds of wheat. To calculate its lent we 
have to compare ils produce with that or Ihe marginal land. 
If wc compare ils produce with that of an equally fertile 
land that is so badly situated that it is able to pay no rent 
at all, wc would get the figure zero for rent. If however we 
were to compare its produce with that of a less fertile 
land but equally well situated wc would get some fmilc figure 
ior rent. Hence, when defining rent in kind as above, wc have 
cither to understand by the word marginal land the land 
(hat is 011 the margin of fertility or else to understand 
by produrc not the pioducc on die spot but the produce in 
the market place. The figures for lauds of different degrees 
of fertility and situated at different distances from die market 
arc given below. 
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Rc n( 111 kmu 

■jo m mnds 

JO lllduild 


Nil 
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plots ( , />, and h an in 11 

>illj| Lllie! IIU 1 |j l\ Jlr 1 


ii ill. Plots A, U, and D >11 o equidistant fiom llu* mat hi l; 
tins luu llu* same situation Till* situation of plot V is 
llu woisL Plot D is on the maigin of fertility; the plot (, 
is oil tin* inaiipuof situation, tvliilr llu* plot Eis on a mmbi- 
ni’d man*in. It tan be lalculaled fioin the table th.u die 
m I \aluc pioduccd by the live plots aie R>-. yo, Rs. 70 
Rs. 50, .Rs. 50, and Rs. 50 icspcclivcly. biucc tin* lost of 
production is Rs. 50, thr plots A and B, earn the rent of Rs. 
1« and Rs ao respt 1 lively. 

ifwedtlnieunt as Lhr ililli mur between the pi odwc of 
a land and that of the maii>iual land, the rent of plot J would 
tome to hi nil when the maiginal land G is taken into ai 1 01 ml 
and 40 inauuds and 20 nutunds when the plots D and E are 
consiilctrd as marginal laud. This difficulty can be i>ot over, 
as we have already obsen ed, when we understand by pi oduce 
thr ptodutc in the market, that is after merlin# the tost of 
Iran&poituliou. Thus, when so underdstood, the pioduus 
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of the plots B , C, D, and E becomes 70, 50,50 and 50 maunds 
respectively. And the last three plots being marginal ones 
the rent of plot A becomes 40 maunds with respect to any 
of them. 

It is best and least confusing to define and calculate 
rent in terms of money. In terms of money the rent of plot 
A is Rs. 40/' unequivocally. In terms of produce it is 40 
maunds only when it is paid in the market. If the rent has 
to be paid on the spot it would be 50 maunds. The ten extra 
maunds would cover the cost of transporting wheat to the 
market for sale. Such a difference between the rent in the 
market place and the rent on the spot does not arise when 
rent is paid in money. For, money has no cost of transpor¬ 
tation. 

Is Rent Due to Scarcity or Fertile! y i* 

We have just seen that Lhc land that Is more fertile fetches 
more rent. The least fertile land under cultivation out of 
those that ha\c equal access to the market, pays no rent. 
Rent, it can therefore be maintained, is due to the fertility 
of land. But while rent is earned because land is fertile, 
it is also true that ff all plots of land had the same fertility 
there would be no rent. Ricardo’s explanation of rent 
makes this point abundantly clear. He has shown how the 
best quality of land begins to earn rent only when the popu¬ 
lation increases sufficiently to make the produce scarce, 
raise the price and make it profitable and necessary to culti¬ 
vate laud of the next quality. It is only when the best grade 
of land becomes, in other words, scarce that it begins to earn 
rent. This way of looking at the cause of rent is quite in 
conformity with the general theory of value. Nothing can 
fetch a price that is not scarce. Unless water is scarce it can¬ 
not have value. Same is the case with land. If rent is the 
price paid for the use of land, it can arise only when land 
is scarce. 

What then is the correct explanation of rent ? Is it more 
correct to say that rent is due to fertility or that it is due 
to scarcity of land ? Both the statements are, in a way, 
equally correct. However, it may be noted that the former of 
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ihe two statements must be made with caution. For, even 
the marginal land has some fertility though it may not fetch 
any rent for its owner. It is therefore better to say that rent 
is due to the difference between the fertility of a piece of laud 
and that of the marginal kind. Marshall while considering 
this question asks whether rent is differ uitial earning or scarcity 
earning, and says, “In a sense all j cuts are scarcity rents, 
and all rents are differential rents. But in some cases it 
is convenient to eslimuie the rent of a particular agent by 
comparing its yield to that of an inf rior (perhaps a margi¬ 
nal) agent, when similarly worked with appropriate appli¬ 
ances. And in other cases it is bes< to go straight to the 
fundamental relations of demand to the scarcity or abundance 
of the means for the production of those commodities for 
making which the agent is serviceable.” 

It miy be noted here lh.it tin* difference between the 
differential aspect and the scarcity aspect of rent is a super¬ 
ficial one. For, no unit of an agent can be searce, in the 
sense in which the word is used Jure, unless it is more 
productive than other units. Likewise, no agent can be 
more productive than another unless it is scarce. Consider, 
for example, the case of agricultural land. If all the land 
in a country were of the same fertility there would be no rent. 
For, there would be no marginal land in that cd$c. Wc can 
eilher say that there is no rent because there is no difference 
in the fertility of the various plots of land, or that there is no 
rent because land is not scarce. It may be, however, that 
even when all the land in the country is equally fertile it is 
not able to produce all the food lhat the population needs 
until it is intensively cultivated. In that case land would 
become scarce no doubt and rent would have to be paid for 
ils use. It might therefore seem that scarcity may account 
lor rent even though there may be no differences in the ferti¬ 
lity of land. But here we should note what the Ricardians 
said. There is of course no difference between the fertility 
of one plot of land and that of another. But there is differ¬ 
ence between the productivity of one dose of resources applied 
to land and another. The last dose of “labour and capital” 
produces just enough to cover the cost. There is rent element 
in the productivity ol the marginal dose. There are differen¬ 
ces in the productivity of different doses; wc may, if we like, 
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call these differences, differences in the fertility of various 
doses. Thus, there must be fertility-differences otherwise 
land would not become scarce. Were all the doses of hibout 
and capital, applied to a piece of land, to give the same return, 
it would never become necessary to cultivate all the land 
in,a country. Land would not become scarce then, lienee, 
we can say, no differences in fertility, no scarcity: and 110 
scarcity, no differences in fertility. To say therefore that 
real is differential-rent is to say that it is scarcity-rent, and 
\icc versa. 

The Re la 1 ion Between Rent and Price 

It was once a mooted question whether rent was deter¬ 
mined by price or price was determined byrent. The Ricard- 
ians maintained, and rightly loo, that il was price that deter¬ 
mined rent. Rent ‘‘is paid because corn is high and not vice 
versa.” There are various ways of showing that the cause of rent 
is price. The classical manner of showing il is as follows. The 
price of corn is dcrlerminrd by the cost of production of the 
marginal land. The marginal land pays no rent. Therefore 
the price of corn is determined independently of rent. This 
is perhaps the simplest way of proving that price is not 
ihlirmincd by rent '• il dclmnine j rent. 

This explanation of the point is hours a open to attach. 
What happens 1o the argument when time is no marginal 
land? If e\eu die nuiyin.il land pays rail we i..umolsay dial 
price is dcrtennini'd independently of rent. The Ricardians, 
however, answered by saying that if there is no marginal land 
there must be rnaigiual dose (of labour ami capital) applied 
to laud. The cost of the maiginal dose is just covrml by llic 
marginal produce 1 return). The price of corn is therefore 
determined by the relationship between the marginal produce 
and the marginal cost. There is howeverno-rrnl element 
in ihc marginal produce (since il must covers the cost), 
lienee, we can say a,s before that price is determined indepen¬ 
dently or rent. 

Another wa> of proving the: same rela tiouship is as follows. 
Rent is, by definition, the difference between income and 
cost. Income is determined by price. Rent is therefore 
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the difference between the price realised and cost. Il is the 
surplus of price over cost. Both price and cost must there¬ 
fore logically precede rent. Rent results from the excess of 
price over cost. Unless price is first determined and the rost 
known one cannol say what the rent would be. 

If wc look upon rent as the price of (the use of) laud the 
relationship between rent and price will show itself very 
clearly. Wc pay a price for the use of land because il is pro¬ 
ductive. It is productive iii the sense that wc can sell and 
get a price for what it produces. Because the produce ofland 
fetches a price we arc willing to pay for the use of that land. 
Hence, the price of laud is dm: lit the price of its produce. If 
tin* price of produce goes up the priic of land also goes up. 
Rent is therefore due to the price or the produce ofland and 
not vice versa. 

All this is simple enough to understand. Price is deter¬ 
mined by rent. Rent is no part of cost. It is a surplus above 
cost. But, it is sometimes asked, does uol the rent that an 
individual producer pays to ihr landlord enter into his cost 
of production ? And does not the pi ice that he 1 barges Tor 
his goods cover rent along with oilier items of rosl? Does 
he not see to it that he gets a price that is liigh enough to 
cover his cost that includes rent .* irrent does not determine 
price, would it not be equally correct to say that 'wages 
also do not determine price, and likewise, inteiest and other 
payments also do not determine price? Is not the priie of a 
commodity high because wages, interest, etc. are high? And 
if that is correct, is it not equally correct that the price is hi}, h 
because rent is high? Now, if what wc have argued befoie 
about rent and price is correct, this must be wrong. Both the 
arguments cannot be correct at the same time. Can we liowei c 1 
in any way reconcile the two apparently opposite \irws? 

Some economists have said that while, from the general 
sorial point of view, rcnl is determined by price (and docs not 
itself determine price) from an indhidual’s point of view 
price is determined by rent. It means, in other woids, that 
the rent that an individual pays enters into his cost but the 
rent that accrues to society dors not enter into sorial cosl. 
For 111" society as a whole rent is a surplus. For an individual 
il is not a surplus; it is a part of cost. 
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This distinction between rent from social point of view 
and rent from an individual’s point of view is essentially cor¬ 
rect and harmonises with a similar distinction in regard to 
land. It is said, for instance, that while land is a Dree gift 
of Nature for a community, it is not a free gift for any 
individual owner. Every individual holder of land today 
has had to make some sacrifice in order to acquire il. But 
Nature has given land free to society. If we go back to 
the times when man Hrsl settled on land we And that even 
individuals got land as a gift from Nature. They had 
then to make practically no sacriAcc to acquire land for 
productive use. 

This view of land is for all practical purposes correct. 
From the purely thcoritical point of view, however, the 
distinction just made is not valid. Even to a society land 
is not entirely a free gift Some sacrifice even the original 
settlers on land had to make before they could use the 
otherwise free gift of Nature for the satisfaction of their 
wants. But the degree of effort required to appropriate, 
and then to use, land for productive puiposes is viry small 
indeed. An individual today has to make great sacriftccs 
to acquire land. He has to purchase land from anolhei 
individual or group of individuals. But his sacrifice is 
another party’s gain. The society as a whole is 
not, in the objective sense, any the worse off for such a 
transaction. That is why we maintain ordinarily that 
even to-day land is a free gift to society though not 
to individuals. 

Reverting back to the question whether renlis determined 
by price or price is determined by rent, let us make a brief 
comment on the view staled above. From the social poinl 
of view, it was said, price determines rent, while from 
the individual’s point of view rent determines price. It 
is of course true that the payment that an individual makes 
to the land-owner fur the use of his land is his cost. 
But this cost is some-body’s gain. For the owner of land 
who gets it as his income it is not cost. It is a pure surplus: 
a rent. It is natural therefore that what is a surplus cannot 
be a cost element—i.e., a part of cost*—and consequently 
cannot go to determine price. But since, for an individual 
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it is a cost item it must, along with other cost items, help 
to determine the price. There can be no objection to this 
view, but it is pertinent to ask whether a rost item can be called 
rent. Is it logically correct to say that what one pays to 
another is one’s surplus and therefore one’s rrntr Is it 
not misusing the term rent when we say that an individual 
pays rent? The real position is as follows. All that a man 
has to sacrifice in order to produce a commodity constitues 
his cost. Since cost must be equal to price in equilibrium, 
it can be said that each of these sacrifices plays its part in 
determining price. But what are these sacrifices? One 
sacrifice consists of the payment that he makes to the owner 
of land. What should we call this sacrifice? Not rent, cer¬ 
tainly. For, rent is by definition a surplus (above cost). It 
is not rent from the point of view of the man who pays it. 
It is rent from the point of views of the man who receives it. 
To call it rent is to look at it from the point of view of the 
recipient. We cannot, therefroe, say that rent determines 
price from the individual’s point of view. For, from the 
individual’s point of view it is not rent. From the point 
of view of the individual who receives it, it certanly is rent. 
But it is then not a cost item to him and the argument that 
since rent is a part of cost it must be held to determine price 
becomes inapplicable. 

Extension of the Concept of Rent 

If rent is a surplus, cannot all surpluses be called rent ? 
Wc have already seen how all free gifts of Nature can be 
called land whether they are in the form of soil, water or 
sunshine. Further extending the meaning of the phrase 
Jm gift of Nature, we can include in land even human factors 
of production. It is a commonplace in modern economic 
theory to include man, or to be more correct, a certain aspect 
of man as a productive agent, in land. But even Mrshall 
clearly had such a thing in mind. For, he speaks of rent 
of ability; and there can be no rent of ability unless ability 
is regarded as a kind of land. It can be concluded, therefore, 
lhat wherever there is a surplus it can be regarded as rent. 
Marshall speaks of two kinds of rent besides the rent of land. 
First, he mentions the rent of ability, just referred to above, 
and, second, quasi-rent. Even Consumer’s surplus Marshall 
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formerly railed ronsumci \ rent Lei us srr first what rrut 
of ability is. 


Rfnj or Abiliiy 

The raining of a pioduar dipends, along with other 
things, on^Ins efluirney Ami liis iflui'cniy is paillv a 
it suit of tin inve-ament of human dhnl in him as an agent 
of pioduction. Explaining ilu \aiious fat tins on wliirh a 
man's income dtpinds, Marshall says, 1 the it is somr intrust 
in tin inquiry how much of thr iniomr of successful men 
i> diu to thanu, to oppoitimity, (0 the conjuiutuir, how 
much to thr gooel stait that they have had in life; how 
much is pmhi on the capital insisted in theii special 

lumiiu'. how much is the icwaid ol rMiptionally hard 
woik, and how much remains .is <1 piorturcr's surplus 
or rent usultnig from thr possession of rare natural gilts” 
Thrimomt of most men in 01 dm us c 11 cum 1 tames coniains 
a vuy small cltincui c*l irnt ol ability But casrs air 
imaginable m wlmli .1 substantial p.ut ol a man’s cainum 
consists ol rent ol i.iri ability Only that pail ol one's 
inrom. is called lent whirh is due 'minimal ability I’m, 
to hr due to Ilu me an in l> ol thr woul uni, abilitv llul 
is acquired by training n not /in, it h ne»r a fm 
gift of Natuie. Thus, Mai shall says that ilu. income 

which a man derives bum the use ol his ran and natui il 

ability may be Culled his 1 cut 11 ability. Hu woul ahilits 

is qualified by two adjectives, lau and natural II the 
abilitv is not lare, that is, if it is not scant, it 1 aimed 
have a price We have already seen that in order that 
land may cam lent il nunt lu scant In lad, nothing 
that is not seal re can have an exchange value Rent of 
ability is Iheifoie rent ol i.ur and nalinal abilitv 
However, the word lair is not s„ imprnU.nl lieu T01, 
there is liardl\ anything in this world ihal is not lau 
Certainly, ability of rvny kind is i.uc What is mon 
important for our purpose is the woid natural. Ahilits 
may be inborn or it may be arquned The former is 
of the nature of land; the latter of (hr nature of capital 
The return to acquired abilitv is of ilu* nature* of intut.1 
or of that of wages. It is only the income from the use ol 
natural or inborn ability that is rent. 
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Importance of the Concept of Rent of Ability 


The concept of rent of ability is important in so for as 
it draws our attention to the fact 1 that there is land element 
in man also. It makes us realise that surplus income does not 
accrue only to the so-called landlords. Landlords arc not 
the only people who can be said to cam a taxable surplus. 
There was a school of physiocrats who believed that agriculture 
was the only productive enterprise. They believed that 
because they thought that land was the only agent that earned 
a pure surplus. They therefore advocated a single tax on 
land. They were correct, in so far as they maintained that 
unless there is a surplus income there is really no production. 
Production is creation of utility. Unless there is an addition 
to the stock of utility there is no production. An enterprise 
is therefore productive only if it results in surplus income. 
And since a tax can be paid only out of one’s surplus, it is 
essentially correct that much shifting of taxes would be avoided 
if land only was taxed. Their mistake however lay in think¬ 
ing that land, that is, soil (for that is what land meant to most 
of them )was the only thing that produced a surplus. The 
concept of rent of ability draws our attention to the fact that 
such a surplus can also be earned In man. A businessman, 
a labourer and an enterpriser can also earn a surplus. Their 
work also is therefore, producthe. They also earn rent. 
Taxes can be le\ied on and paid by these agents of 
production. 

Another importance of this concept consists in the (act 
that it enables us to understand why in spite of high earnings 
of some people in an industry (that is, any kind of productive 
work) sufficient volume of resources may not flow into it. 
Ordinarily we would expect resources to flow into the industry 
where earnings are high. If, by chance, there happen to be 
a number of people with rare natural ability earning high in¬ 
comes in an industry, resources would not necessarily flow 
into it. For, the return to investment in the industry is not 
abnormally high. What makes the earnings high is the renL 
of ability. The concept of rent ability further enables 
us to understand the reason for the great disparity in the 
income of one man and that of another in die same 
occupation. 

30 FE 
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Rent in Relation to Time -The Concept of Quasi.-Rent 

We have already seen how ever) surplus of incoihe over 
cost can be called rent. What is surplus for one, we have 
seen above, is rost for anoihci. That is not difficult to 
understand or visualise. All iliat we have to note is that 
the term surplus is a relative one. It is related to person and 
time. It is its relation to time that wc are going to considei now. 

A person’s income may at limes be in excess of his lost. 
That is, his income pci unit of time may lx* 31 rain dun his 
cost. Suppose a man is spending Rs. 100 pei month on 
the production of a commodity and earning Rs. 120 pei 
month. We would say thru that he earns a rent of Rs. 20 
per monih. If dining any particular month he happens 
to earn Rs. i 3 0/-, his lost remaining the same,his rent rises 
to Rs. 3 o/- during that month. Wc cannot say that his 
rent is Rs 3 o/-. Thai statement would be mean ingle ss. Unless 
we know during wliai length of time Lliat mil is earned and 
also during which specific period of lime, the stalemenl has 
no meaning for us. Now. when it is knovm that a man has 
earned a lent of such and such an amount during such and 
such a period of time, it cannot be coutluded that he musl 
have earned the same rent in Lhe past during a similai period 
or that hr would be earning the same amouiu of rent in periods 
or similai duration in the future. Such a conclusion is 
possible only in the case of a hypothetical slalii state where 
equilibrium has once been reached. In the real wot Id where 
conditions do not conform to the model <>1 a hypothetical 
static state, the piesent is no indication of thefutuir or of lhe 
past. One may gel a surplus of income over cost one month 
while in the next one may have a deficit. Or the amount 
ranted as rent may fluctuate. 

However, more mobile the lesourccs and nunc* prifec.t 
the competition, die smallei are the fluctuations in rent. 
That is, when the surplus increases and there are any chances 
of its continuing at lhat higher level, resources tend to flow 
into that industry. The increase of 1 rsourers invested into 
that particular line of production, by teduciug temporary 
scarcity, brings down income and with it the tent. Thus 
rent tends to or stable. Rent rannot Ite stable however over 
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vciy long periods of time; but the mobility or resources do 
reduce fluctuations over short periods of time. 

Suppose due to a tenipui ary scat city of a cert jin type 
of machine the entrepreneurs using it ram an excess income. 
They earn high urns. In course of time more machines 
would certainly be produced <uid th< surplus of income over 
rost would be rrdurrd Bui so long as the scarcity of the 
machine continue* in grratu 01 less degree, the entrepreneurs 
would go on taming abnormal tents. This surplus of income, 
which we ('ll! tall rail is a (rmpoiary phenomenon. 
Marshall cal Is it quoti-xnt. It is rent because it is a surplus 
it is quasi-hi>t bicause it n tempoury—it is due to eapital 
having tcmpoiaiily acquit id the ihaiactcristics of land 
Land, we have seen, is a gift of Natuie. Its quantity 
is therefore beyond human <onlrol We cannot intcease 
the supply of land. In tin c«isr citr-d above* capital was 
scarce. I‘s supply wjs limited and fued, and human effort 
could not increase it at on c. F01 the time being, therefore, 
capital assumed (lie aspect of land. 

Wc can therefore say drat any excess of income over 
rost that is due to temporary I i mi 1 at ion ol ihr supply of an 
agent of production may be tailed quai-rent. 

Quasi-rent hue desnibtd is due to the diffit ully of ad¬ 
justing supply to demand. When any <hangc in demand 
lakes place suitable adjustments have to be made in 
supply. Such adjustments take lime. Quasi-unt may be 
earned in the mean time. 

We may now* consider uni in 1 elation to time from a 
slightly different point of view. Tlu cost of production of a 
commodity is composed of fixed ami variable items. In 
Econonmics these two categories arc- known as supplementary 
and prime costs. The foimer docs not rhangc every lime 
the output changes. But pi ime cost of production changes with 
the output—it increases and decreases with it and is consc- 

J uenlly zero when production is discontinued for a while, 
t follows therefore that so long as the price of a commodity 
covers the prime rost oi production the producer incurs no 
loss on the amount currently produced fi 1, tlu additional 
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cost that he incurs on the production of a given amount of the 
commodity is by definition prime rosl. And so long as this 
additional cost is covered by the price, he loses nothing by 
producing that amount. While then (he price of a commodity 
may cover the prime cost or more than cover it and thus 
yield a surplus, it may not cover the supplementary cost. 
During any particular month a pioduccr may thus find that 
his income is in excess of his cost. Tlieic may therefore be 
a surplus of ihe nature of rent. But if we take a period long 
enough to include the time when initial expenditure was madr 
on the purchase of machines and the erection of the 
factory buildings, the income earned during the period may 
not be in excess of the cost. The temporary surpluses 
thus go to cover the supplementary costs. Tt may be that 
in the long run Ihe suipluses temporarily earned more than 
cover the aggregate cost of produetion. But, it is clear, the 
entire amount earned as surplus during the short-period 
is not of the nature nfrenl from the long-period point of \ icw. 
Here then we have a surplus of another kind. Mai shall calls 
this surplus also quasi-rent. It is rent, again, because it is a 
surplus. It is railed quasi-rent because it is temporal) 
surplus from the short-period point of view. Here there is 
lioscaricty of capital as before that accounts for llic i mergence 
of a surplus. But there is the temporary fixity of those itmes 
the expenditure on which constitutes supplementary cost. 
Building and fixed plants arenot in cr east d every day or every 
month. No fresh and current expenditure has therefore to 
be incurred on them. These forms of fixed < apital continue 
to be fixed for some time. Monthly income therefore shows 
a surplus over monthly cost of production. The surplus, 
called quasi-rent, is therefore again due to capital having acqui¬ 
red temporarily the characteristics of land. The only 
difference it is that whereas in the previous case the fixity 
of capital was due to the fact that adjustments take time, 
in the present case it is due to the fact that adjustments 
do not need to be made every time. 


Importance of the Concept of Quasi-Rent 

The economic status of a man is usually judged by the 
net income he earns. Since rent is net-income less cost, it is 
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taken to be an indication of a person’s economic condition. 
For purposes of taxation his rent is taken to be the index of 
his taxable capacity. In judging whether a person Is earning 
sufficient amount of income or whether he is earning more 
than another person the excess of his income over cost, that is, 
his rent is taken into consideration. 

Since rent is a surplus it is certainly a fair indication of 
a person's economic condition. But we should be careful 
that we do not confuse qusai-rent with rent proper. We 
have just seen how quasi-rent is ashort-period phenomenon 
and docs not represent thr true surplus from the long period 
point of view. Were we to base our calculations on thr 
amount of quasi-rent earned by a man we would be grossly 
exaggerating his economic status. A substantial part of 
quasi-rent consists in most cases of costs incurred in the past. 
A doctor’s, a lawyer's or a teacher’s monthly income is often 
in exress of his monthly cxpendituie. All this difference is 
however not a true surplus. It is quasi-rent, not rent. We 
have to debit to this surplus that he earns every month, interest 
on the Invcsimrnt tliat he has made in himself. We have, 
in other words, to deduct from the monthly surplus the monthly 
interest on the sum he has spent on his training. We have 
further to charge to this surplus the monlhl) depreciation 
on this rapiial. 

Income or the excess of income over cost often appears 
greater than what it is in the case ofgTeat men. Poor people’s 
surplus of income over expenditure is however a better 
indication of their economic condition. For, in their case 
there is very little investment of capital and consequently a 
very small amount that need be deducted from the monthly 
surplus in order to ralculate pure rent. 

1 ' Effects of Improvements on Rent 

It is interesting to consider what effect improvements 
in the art of agriculture that raise the produce of land would 
have on the rent of land. At first thought it would seem 
that every improvement of land that had the effect of increa¬ 
sing ’ts productive powers must naturally increase rent. For, 
tent being the price (in the ordinary sense) paid for the use 
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of land, must in ci case us its productivity increases. Other 
things being the same, a machine that produces more can be 
sold for a higher price than another that produces less. And 
if the marginal productivity of all the machines were 
to increase the absolute share of the mat hints would also in¬ 
crease, provided, of couise, tlicic was no change In the 
number of machines used. And what is iruc of machines, 
it might be ibought, would be true also of land. This 
however is not comet. 

Ricardo showed lung ago that an improvement in the 
art of agricultuu that laisid ihe pioduuivity of all the 
qualities of land by equal amount would decrease the 
rent of land. lie assumed fiiU, that the pioduuivity of 
all grades of laud increased by the same amount, and 
second, that the amount oflotal produce raised was constant. 
If ihe improvement was such as to increase chiefly the 
productivity of lit hi r lands, h< said, thcieul might increase, 
while it would decrease if tin improvements ufTuled mainly 
the poorer lands. 

Let us s ludy these cases with i he help of diagrams. There 
are four figures showing 
four different ways in whit h t ■ 
the productivity is affected c.lv 
by the improvement! fland. 1 
The curve AB shows the 
diminishing productiv ity of 
land as we pass on to pool cr 
and poorer grades. The 
curve CD shows the produt - 
tivity after improvements 
have been made on land. In 
order to simplify diagram- h 
matical treatment let us 
treat the entire land area 
in the country as one plot of 
land. The curves AB and 
CD would then show the dimini Jliug marginal productivity 
of land as more and moic doses of labour and capital arc 
applied. When lcs,> doses are applied nalurally some part 
of the total area would be left uncultivated. 
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OT represents the number of doses applied before 
improvements are effected. The marginal produce JfT 



Fig 2 Fig 3 


when sold just covers (hr 
cost of one dose. AMJi 
represents thr rent. After 
the land has bren improv¬ 
ed and the productivity c 
cun e raised to the po- ' A 
sition CD only OU num- R 
ber of doses ave applied. 

Thai makes the total pro¬ 
duce COUS equal to the 
total produce AOTN be¬ 
fore the improvements. M 
The rent is changed to 
CBS. 

Fig 4 

In figure] the rent after improvement is less than that 
before it. In figure 2 also it is less. In figure 3 it is more and 
in figure 4 it is again less. 



Figure ^illustrates the case in which improvements increase 
the productivity of all the doses equally. The case in which 
the productivity of initial doses is incrcsed more than that of 
the latter doses (that is, in which the fertility of richer lands 
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is increased more thaji that of the poorer lands) is illustrated by 
the figures 2 and 3. Figure 4 represents the case in which 
poorer lands derive more benefit from improvements than 
the richer ones. 

It can be readily seen from these diagrams that what¬ 
ever the shape of the cur\e may be, corn-rent is bound to 
decrease when the improvcmmt is of such a nature as to 
increase the productivity of all the doses by the same amount. 
Where the richer lands are mure affected by the improve¬ 
ments the corn-rent may increase or dccicase depending on 
the shapes of the curses before and after the improvement. 

In all these cases it has been supposed that the total 
amount of produce laised fiom land remains the same. This 
is however most unlikely to happen even in a short period. 
The marginal produce is in all the cases increased to US and 
therefore the value of it more than coins die lost of 1 dose 
of capital and labour. Natural!) thcrefim* moie doses would 
be applied. As more doses arc applied and the total produce is 
increased the price of the pioduce falls. f'hrnluaJl) a point 
is reached where the value of the marginal produce again 
equals the cost of a dose. It is in tain ihmTorc in all these 
cases that more than OU closes would be applied after improve¬ 
ments have taken place. Rtnt after improvements would 
therefore be slightly greater than wliai it has been shown 
to be in each of the four rases. That would however leave 
our conclusions luiaffectcd as fai as the first and the third 
cases arc concrrurd. In figure 2 it is possible that the rent 
after improvement may be greater than before it. In rase 
4 our conclusion is most likely to remain unaffected. 

Rent and Interest 

In the beginning of this chapter it was emphasised that 
all material objects put to productive use are best called 
capital. Likewise, the income derived frum the use of all 
such objects is best regarded as interest with a rent element 
in it. It was pointed out, further, that there is the land 
aspect in every material object and consequently an element of 
rent in the income derived from it. This view would warrant 
our regarding the so-called rent of land as mainly interest 
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on capital. But the warrant Tor so regarding it docsnot consist 
merely in the validity of this new. There is another 
reason of an allied nature why the income obtained from the 
so-called land should be called interest. Most of the plots of 
land, if not all that are at present earning income for their 
owners, have been purrhased for a price from their previous 
owners. That is, land has gone on changing hands. Now, 
therefore, the income that the prrsrnt owner of a piece of 
land obtains from it is interest not because its character and 
fertility were changed by the previous owners, but because 
the present owner had to make some monetary sacrifice in 
order to acquire it. For him thcrcioic this peicc of land is 
not a free gift. It is capital. Whatever clrmenl of rent there 
was in Ihe income that il used to produce for the previous 
owner had been amortised when the purchase was made. 
The seller has got in a lump sum the discounted value of the 
rent that lie would ha\c earned year after year by keeping 
the land in his own possession. The buyer of the piece 
of land therefore pays a full value fin (lie income that he 
expects to derive from it. F«»i (his ri a son there is no more 
element of rent in the income that thr owner i.fa pice of land 
obtains from it than there is in the income that any owner of 
a machine earns. The only Hi mint of icut to be found in 
the income consists of die dilli lint e between it and the income 
that he would obtain from investing his money (that he has 
spent on the purchase of the land) in the next best thing. 

It is important to remember this nature of the so called 
rent if we have not to make the mistake of thinking that the 
income of every owner of (the so-called) land contains a large 
surplus that could be heavily taxed. However, it may be 
mentioned that soon after n piece of land is purchased its 
value in many cases begins to rise again. Land being limited 
in supply, every increase of population and every increase 
in the national dividend laises the value of land. The in¬ 
come from land therefore often begins to contain an unearned 
elementsoon aftci it changes hand. Unless all such increments 
in the value of the land were foreseen, e\ eu the present holder 
of land must earn a surplus rompaiable to what the previous 
owner used to ram. The* longer the period foi which land 
is held by anyone owner the greater is liki ly to be the 
element of rent in the income that is obtained from its use. 



CHAPTER XLIII 

PROFIT 

In ordinary language profit means the net income of (hr 
businessman. It is calculated by deducting from the gross 
receipts the total expenditure incurred by the businessman. 
Allowance is however made for the capital that he may have 
invested in his business. That is, interest on such capital, 
calculated at the market rate, is deducted from the gross 
receipts before arriving at the ucl figure for profit. The 
word profit is associated with business. Nobody ever calls 
the netincome of a professional or a wage-earner profit, except 
when he makes a very loose use of the word. Nor does the 
popular mind ever consider whether a part of the income or 
such persons can rightly be regarded as profit. 

For the economist this conception of the word profit is, 
however, too narrow to be of much use to him. Ycl most ol 
the earlier economists had some such narrow conception of this 
word, ltis only in comparatively recent times that economists 
have defined profit in a wider sense. They now understandby 
the term profit the income of the entrepreneur/ It is true that 
all the economists do not understand by the income of ike entre¬ 
preneur precisely the same thing: ycl thev are at one in asso¬ 
ciating profit with enterprise rat her than with any other word. 

To understand precisely what incom of the enluprmeu) 
means, we have to sec what entrcpreneursliip consists in. For 
unless we know that, we do not know whom to call an entre¬ 
preneur. For, it may be tlul the entrepreneur does not exist 
all by himself. He may be an organiser or even a capitalist 
and may yet be doing the work of an entrepreneur as well. 
In such cases, if only we knew what work to call enterprise 
(entrepreneurial duties), we could locate profit in the income 
of the person concerned. It would only remain for us there¬ 
after to enquire why an enterpriser at all earns an income and 
how that income is determined. 

Meaning of the wobo Enterprise 

This word is of comparatively modern origin. Marshall 
does not mention enterprise as a factor of production. He 



PROFIT 


475 


speaks, however, of organisation, calling it the fourth factor 
of production. But while enumerating the duties and functions 
of the organiser he includes all that we to-day regard 
as the work of an entrepreneur. Many economists since 
Marshall, have used this word widely. But they do not all 
mean precisely the same thing by enterprise. Some still seem 
to make no dear distinction between organisation and enter¬ 
prise. For instance, Bcnham says, “we shall use the term 
entrepreneur to mean the person or group of persons control¬ 
ling the policy of a firm”. And the entrepreneur has, he 
further says, to decide what industry shall he enter ? What 
commodities, services shall he produce ? What shall 
be the size of his plant ? What shall be the size of his firm ? 
What methods of pioduction shall he adopt ? Where should 
his plant or plants be located ? And, we may add, where 
shall he sell his goods ? At what price shall he sell his goods ? 
Shall he practise discrimination in case that is possible P 
What part of the stock that is ready shall he sell at the prevai¬ 
ling price and what amount shall he hold over for sale at some 
future date ? 

It must be clear that duties such as these are performed 
by the organiser. And in taking decisions on such matters 
a. man may not have to risk anything. If he is a paid organiser 
and is entrusted with the above duties, he obviously takes no 
risk. For he gets his fixed salary. If however, he is the owner 
of the business and docs all this work, he certainly does take 
some risk. 

Since organising work and risk-taking do not necessarily 
go together, it is proper to keep the duties of an organiser 
distinct from those of an entrepreneur. Otherwise it does 
not become clear whether the income of the entrepreneur is 
necessarily uncertain, and we are unable to point out the 
fact that the income of the entrepreneur is of the nature of a 
remuneration for risk-taking. 

There are other economists too like Benham who do not 
make a clear distinction between organisation >and enterprise. 
For instance, Me Issac and Smith say that, “it (enterprise) 
consists essentially of the effort on the part of individuals or 
groups to direct the use of economic agents itr such a way as 
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to gain an income by advantage of profit opportunities evi¬ 
dent in the structure of current and prospective prices/’ The 
undertaking of economic activity is a very wide category—too 
wide to be identified with enterprise. But they come nearer 
the point when they say that the entrepreneurs exploit profit 
opportunities. Yet they do not quite hit the point. They do 
not make it clear whether the entrepreneur is one who himsell 
takes risk or one who merely tries to secure profit for another. 

Such vagueness in the definition of the word entrepreneui 
is responsible for a corresponding vagueness in the meaning 
of the word profit. Happily there are some who have taken 
pains to differentiate organisation from enterprise and have 
associated profit exclusively with the latter. 

The owner of a business often does two things. In the 
first place, lie organises or plants his entire business, i.e. he co¬ 
ordinates the fartors of production and decides what to pro¬ 
duce, where to produce, how to produce and how and where 
to sell. In the second place, he takes the risk of possible failure 
of the business. He may fail altogether in his business or may 
not be as successful as he had hoped to be. I11 either case, 
he is the loser, l’or, he may in such circumstances not make 
enough money 10 compensate himself for the work and worry 
of the business; he may even have to draw upon his reserves 
to pay the hired factors. 

The former of the two functions that a businessman ordi¬ 
narily performs may be called decision-taking; thr latter risk¬ 
taking. Decision-taking consists in detei'mining the things to 
be done. A labourer, as a labourer, has 110 decisions to take. 
Whatever he does is decided for him by others. The secoud 
function is called risk-taking. It consists in making oneself 
responsible for any loss that may occur in the course of thr 
business. Incidentally it may be noted that he who takes 
such a responsibility docs not always lose. For, if there is a 
profit it also accrues to him. 

The first function of decision-taking is sometimes dele¬ 
gated by a big businessman to some paid employees and he 
himself takes decision only on rare occasions on important 
and vital matters. A small businessman cannot easily afford 
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to do so. On the contrary, he often performs a third task 
also; he supervises himself the work of his paid employees. 

While a businessman may thus perform all these functions 
and possibly some more, he really performs them in 
different rapacities. If he performs two functions, he com¬ 
bines in himself two agents of production. Decision-taking 
and supervision work he docs in his capacity as an organiser. ( 
The risk-taking function he performs in his capacity as ant 
entrepreneur. It i s wrong to say that as an entrepreneur he' 
takes decision or supervises the work of others. As an entre¬ 
preneur he can only do the risk-taking work. 1 

When the businessman dors also the organising work, he 
includes in liis cost of production a remuneration for that 
work, lalculated on the basis of the market rate. Apd he 
appropriates that amount or, w r c may say, pays himself that 
remuneration in much the same way in which he pays the 
hired factors. Just as the hired factors’ incomes are certain, 
the businessman’s salary for his organising work is also cer¬ 
tain. If the business fails badly, it is true, the hired factors 
do not get, in some cases, their full remuneration. The 
businessman also does not get his full salary for the organis¬ 
ing work he does. Hut that only goes to show that labourers 
and other factors too have some risk to take. They are all, 
therefore, entrepreneurs to some extent. 

Whether a businessman does the organising work or not, 
lie must do the risk-taking work. Every act of production 
is risky. The degree of risk may be veiy small: but it is there 
nevertheless. Somebody must therefore bear these risks of 

8 reduction. It is naturally the owner who bears these risks. 

>r we might say that he who lakes such risks is known as the 
owner. Thus, in the case of a joint-stock organisation, the 
shareholders are known as the owners. That is so because 
they arc the risk-takers. It is another matter if all the share¬ 
holders do not share the responsibility equally. The responsi¬ 
bility of all of them may even be strictly limited. But they 
are all the same the risk-takers of the business. 

So the entrepreneur is the owner (or the owner is the 
entrepreneur) and while he may suffer a loss at times, he earns 
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a surplus also. For, the owner is after all the claimant of all 
residual incomes. But the expectations of gains arc not always 
high enough to balance the apprehension of losses. And 
that is why risk-taking involves some sacrifice of mental 
peace, a sacrifice thal no body is willing to make without a 
remuneration. Hence, the function of risk-taking has also 
to be paid for. Since it is the owner alone who can take 
the risk of the business, hr has to pay himself for this risk, 
just as he pays himself for the otgani.ing woik. This payment 
for risk-taking is called profit. It is therefore a certain and 
definite income just like wtigrs and interest. And like them 
it is a cost item. It enters into the cost of production. It 
is a payment for a necessary function. 

Natphf of Risks 

Let us now see what is the precise nature of the risks 
that an entrepreneur takes. Risk essentially consists in the 
possibility of our exprrtatious not being realised. IT you 
are sure of certain results or certain things happening in the 
future, you are not taking any risk. And lhat would be so 
even if actually tlu* futnu* were to turn out to be other than 
what you had expected it to be. So long as you think that 
the future is certain, there is no risk for you. Conversely, 
you are said to be taking risks when you are in doubt about the 
future. It matters little whether the future turns out to be 
as expected or not. Thus, the existence of risks depends on 
the knowledge that there is a possibility of the future turning 
out to be different from one’s expectations. 

The above consideration indicates that there are certain 
conditions necessary for the existence of risks. First, there 
must be an undertaking in which the future is involved. For, 
there can be no doubt about the present. Unfortunately the 
future is involved in all acts of production. Production is a 
process that extends over time. In some cases the period of 
time over which it extends is very small, in other cases it is 
sufficiently big. The resubs of an act of production are there¬ 
fore in the future. The entrepreneur, who guarantees fixed 
payments to the hired factors of production, has therefore 
to make a guess about the fulurc. His intelligence, his experi¬ 
ence of the past and the available statistics help him to make 
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a guess that is not usually very incorrect. In spile of these 
aids, he often finds that his guess turns out to be very 
incorrect. That is why there is risk in production. 

The second condition for the existence of risks is that 
the future should be different from the present at least, in 
certain resprcls. For, were the future to be exactly similar 
to the present there would be no necessity of making a guess. 
At any rate ihc future should not nlw ajs be the same as 
the present and there should be no regularity about the 
way in which the future differs form the present. These 
conditions :ue found to obtain in the real world. The world 
in which we arc living is a changing world. Economists 
call that a dynamic world, or a dynamic state. In such a 
dynamic state there can be no certainty dbout the manner 
in which the future changes. 

The third condition for risks is that man’s foresight or his 
ability to foresee the future should be imperfre f. For, unless 
that is so the future cannot deceh r him. Imperfection of 
foresight guarantees that Ins cxpcitions of the future will 
not be fully realised. At times the future may hv chance 
turn out to lie just as expected. But such arridents do not 
and cannot repeat themselves, without limit. 

?sow, impel lection of Joiesight is a phrase that has to be 
understood in a wide sense. It does not mean that an indivi¬ 
dual’s foresight should be imperfect. Of course, if the entre¬ 
preneur has imperfect foresight and knows that his foresight is 
imperfectthrn risks exist for him. But were the entrepreneurs 
to have only imperfect foresight the risks could possibly 
be avoided. What is required is that the entrepreneurs 
should have no means of making their foresight perfect. 
Statistics, his experience or that of others, his own intelli¬ 
gence or that of others to whom he has access, should 
all prove insufficient to remedy the imperfection of his 
foresight. 

Lastly, as just noted, not only should foresight be im¬ 
perfect, but the entrepreneurs should know that their foresight 
is imperfect. For, otherwise thry would not know what 
they are risking. 
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Now, there are certain future events which can to an 
extent be foreseen. Statistics help us to forecast the future 
events in certain fields. Changes in such cases can therefore 
be more or less accurately foreseen. They ran therefore 
be insured against. Some economists, such as Professor 
Knight have called them insurable risks. And they have 
rightly maintained that insurable risks are no risks. Insu¬ 
rance companies that insure, for instance, the lives of men, 
do not really take any risk. They are never certain about 
the day when a particular policyholder would die and there¬ 
fore never also about the amount that they would have to 
pay him. But the) are certain about their aggregate liabi¬ 
lity per year over a long period. Yet there are some small 
risks that they do have to take. They can never be sure of 
what their profits would be five yeais hence. However, 
the example of insurance companies enable us to make 
a distinction between the two kinds of risks; those that air 
insurable and those that are not. It is only the latter cate¬ 
gory of risks that ate risks in the real economic sense. 

We have stated above the various conditions under 
which production becomes risky. Of these the most impor¬ 
tant for our purpose is that of the dynamic stale. Unless 
the world is dynamic there are no risks. Of course, that is 
not the sufficient condi'ion for the existence of risks. But 
it certainly is essential and very important too. 

The less dynamic the world the less risky is prodetion, 
provided, of course, the other things remain the same. 
Again, the more perfect our foresight the smaller are risks. 
And smaller they arc, again, the less we realise that our fore¬ 
sight is imperfect. 

Supply and Demand of Risk-Taking and Piofil. 

We have seen that profit is the remuneration for risk- 
taking. Whether this remuneration is high or low would 
therefore depend on the supply of and the demand for risk¬ 
taking. The supply of risk-taking comes from the entre¬ 
preneurs or the people who are willing to lake risks w hil e 
the demand for it conics from the other (hired) factors of 
production like labourers and capitalists who are not them- 
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selves willing to take the risks attendant on an act of production. 
Profit therefore depends on the supply and demand of risk¬ 
taking, a thing that is bought and sold like any other service. 
lust as the supply of labou r is determined by the cost of pro- 
duenqn of labour the supply "“of figE-taking is determined 
by* ’t&e. cost of taking risks. A labourer’s cost of supplying 
faDour consists of the irksomeness of physical exertion. He 
dislikes such exertion, and consequently offers his services 
as a labourer only when he is promised an adequate compen¬ 
sation. The amount of labour that he supplies is therefore 
determined by the equality of wage with marginal sacrifice 
of work. "When there is imperfect competition in the market 
for labour the equably that delcnniues the supply of labour 
is between the marginal income of the labourer and the 
marginal sacrifice ol labouring. 

What is true of labour is also true of risk-taking. The 
entrepreneur takes risk. Risk-taking is also irksome. He 
needs a compensation for il. The greater the compensation 
the greater the amount of risk that he conies forward to take. 
Tire supply is governed here by the equality of the profit 
per unit of risk-taking with the irksomeness of taking risks. 
At ve have already seen, risks arc due to mic ertainty about 
die future. The entrepreneur is never absolutely certain 
about what lie will be able In realise from ihe sale of his 
goods. Tfc ^uncertainly aboul his income is irksome. The 
greater his slakes the greater arc his sacrifices. The 
sacrifice ol'menial peace that the marginal unit of risk-taking 
involves mnsl equal the remuneration that il brings to him 
in terms of profit. 

The cost of taking risks is high when people ai e cautious 
and lack the spirit of adventure. Were all the people to be- 
tomc extremely cautious and unwilling to take any chances, 
nobody would be forthcoming lo shoulder the risks of produc¬ 
tion. The price of risk-taking, that is, profit, would Ihen 
soar infinitely high. The cost or taking risks is therefore 
high when people arc timid and cautious, in the case of 
labour, likewise, the cost of supplying labour would be high 
when workers are physically weak or mentally lazy. And 
wages would then have to be quite high. A cautious man 
suffers more when he takes up a risky job. His mental suffer- 
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ing constitutes the cost of taking risfes. The supply of risk- 
taking therefore depends on the number of advent urous people 
in a community. The supply increases as the remuneration 
rises. 

The supply of risk-taking, it might be noted, does not 
depend merely on the spirit of adventure. It depends also 
on the ignorance of the people about the risky nature of pro¬ 
duction. The more fully they realise the risks attendant on 
production the less willing the) become to at l as entrrprencuis. 
In a country where much ignorance about the extent of 
risks involved prevails, or to be more correct, whcie duo to 
ignoiancc people arc unduly optimistic about tin* future, 
profits are low. For, a small amount of profit in such cases 
is sufficient to call fortli a great supply of entrepreneur. 

The supply curve of risk-taking which show's the number 
of people willing to take up risks of a given magnitude <u 
different latcs of remuneration, is theieJoie dependent on 
the above two considerations. \Vc therefore expect profits 
to be high, other things being equal, when people aic cautious 
and fully realise (or over-estimatej thcrisk involved in pio- 
duction. And the supply of risk-taking docs not merely 
depend on the number of people willing to heroine entrepre¬ 
neurs. It depends also 011 the amount of risk that each en¬ 
trepreneur romes forward to take. Thci e ai e here, as in the 
case of other fartors, both internal and external margins. 
Due to these two kinds of expansion, pioduction increases 
when the supply of risk-taking increases. Just as production 
increases other tilings being equal, with the supply of labour, 
so also does it increase with the supply ol enterprise. 

So much about the supply of risk-taking. What about 
the demand for risk-taking? Labour is supplied by the 
labourers and demanded by the employer, i.c., the entrepre¬ 
neur. Risk-taking is supplied by the entrepreneur and de¬ 
manded by the employed factors, i.c., labourers, capitalists 
and o rganisers. They demand risk-taking because they are 
n"oT willing themselves to take risks- The entrepreneur 
demands labour because he is not willing himself to labour. 
Similarly the labourer (or the organiser and the capitalist) 
demands risk-taking because he is not willing him self to tafee 
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risks. Let us argue here as if thq only hired factor was labour. 
That would simplify our analysis without imposing any 
damaging limitations on the economic model under considera¬ 
tion . Then, we can say, that it is the labourer that demands 
risk-taking. Hr has to pay for the function of risk-taking 
that the entrepreneur supplies. He gets in return the bene- 
Kt that acrrucs to him from not having to take risk himself. 
If the beuefit is greater than the payment he lias to make, 
he willingly an epts the services ol the entrepreneur. Xoui- 
fihriym is reached when the benefit Irons the last unit of 
service rendered bv the entrepreneur is just equal to tire 
payment he has to make foi it. In technical language we 
would say that in equilibrium the marginal benefit is equal 
to the marginal cost. Now, this benefit that accrues to the 
labourer from the nsk-taking services that the entrepreneur 
supplies may he ralbd the productivity ol enterprise or of 
risk-laking. The advantage in so railing it i> that we can 
say line as elsewhere that the remuneration lot risk-taking, 
i.t., profit, is equal to the mauinal productivity ol risk¬ 
taking. When a labourer employ', as it were, one more 
unit ol 1 isk-takine some addition is made to the produce. 
We can calculate this nraiginal productivity iu the follow¬ 
ing way. 

Suppose a labor 11 ei is paid at tJxe late of Rs 10 /- per 
hour of work. If he woiks fen 10 hours he gets Rs. 100 /-. 
Let us suppose also that the entrepreneur gels as ptofit 
Remuneration feu ihk-Ukiug) fis. JiO/-. It means then that 
Rs. 110 /- worth ol things are produced within ten hours. 
For hi> labour the labourer is paiclRs. 100/-, while tire en¬ 
trepreneur gets Rs. r )0 - Jor the risk involved rn producing 
things worth Rs. 130 /- Now suppose the labourer derides 
to woik Tor an hour incur. And suppose* that by thus working 
lor 11 horns he is able to produce things worth Rs. 165 /-. 
If the entrepreneur is paid at the same rate as before, that 
is, one-third of the value piodut cd, he would have to be paid 
now Rs. 55 /-. The labourer w oulcl in that case be left with 
Rs. 110 /-. He would calculate that he has worked for II 
hours and has obtained wages of Rs. 1 10 /- that is, at the same 
old rate of Rs. 10 /- per hour. What is the marginal producti- 
vity o f risk-taking ? The labourer has used one more unit of 
risk-taking (calling this an unit) and in so doing had to employ 
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one hour’s more labour. The addition to produce is worth 
Rs. 15/-; for the total output has increased from Rs. 150/- to 
Rs. 165/-. From this he deducts the extra cost incurred on 
labour. That is, he deducts Rs. 10/-. And he is left with 
Rs. 5/-. Rs. 5/- is then the (net) marginal productivity of risk¬ 
taking. Profit is therefore equal to this net productivity. 
Profit calculated per hour of work is Rs 5/-, just as it was 
when the labourer was working ior 10 hours only. 

Thus, we can say that in equilibrium the rate of pioJit 
equals the marginal (net) productivity of risk-tukiug. It must 
be remembered here that it is not possible to increase tisk- 
lakiug without increasing the other laelors nl pioduelion. 
For, risk increases only when a largei amount is produced, pi 0 - 
vided that other things lemain the same. And a luigcr 
quantity cannot be produced without increasing the other 
factors of production. Heme, nnugiual produrlisity of iisk- 
taking can be. calculated by increasing (he amounts oT hired 
factors and by subtracting Jiom the addition made to the 
total produce the cost incurred on these him! factors in pro¬ 
ducing this additional output. In shoit, we can tabulate 
only the marginal net productivity ol enteiprise. 

But that is not peculiar to enterprise only, liven labour 
cannot produce unless it has some othn factois to 10 - 
operatc with. If you employ one 11101 e labourer it must be 
supplied with some raw materials to woik on. Unless that is 
done there is no productivity of this additional laboum. 

The above explanation ol' piolit makes it abundantly 
clear that it is as much a constituent of (he tost of production 
of a commodity as wages, salaries and interest arc. Hence, 
when the price of a commodity equals and just equals the 
"average cost of production the entrepreneur gets his remunera¬ 
tion for risk-taking delcrmind as, described above,, If, how¬ 
ever, the price turns out to be higher than expected, a 
surplus is left over after the hired factors are paid and the 
entrepreneur has appropriated his own remuneration for the 
risk he has taken. This accidental siuplus should not be 
confused with profit. Ordinarily these two sums ai e lumped 
together and are called profit. But theoretical precision 
demands that they may be kept separate and named differently. 
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Profit is the remuneration, and a neccssaiy remuneiation, 
for the risks of piodurtion. element of coat ol pro¬ 

duction. It js theiefore always positive, just as any other 
Tost‘element la. the entiepicneui must get his profit as 
the labourer must get his wages, 01 the capitalist his interest. 
Any surplus left o\ci al lei this profit is appropriated is best 
called acudtnlal g > aw And if, instead or such a surplus 
there is a deficit, due to the price having turned out to be 
less than evperted, v\e tall it accidmtal Ion. This loss should 
also be kept distinct horn pinfit and not allowed to eat it up. 
Piofit must always be shown as a positive income, and acci¬ 
dental loss should be shown as having been incutred alter the 
profits h.ise been appropuated. The table below shows how 
jmifit and arciclenl.il gains and losses aie calculated. 

PrOIIT MIURl NriAIll) TROW \rriMV1AI (min 

.Table diow’ug ihr aicounts of a singlr piodticei in a 
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Older Theories of Profit Criticised 

We have explained thfc jcorrect theory of profit above. 
It remains for us now to examine some other theories of profit 
and sec how far ihry fall in line with the one wc have already 
explained. Let us begin with Marshall’s views on profit. 

Marshall's Theory. Marshall makes a distinction between 
gross and net profits. The former inrludes -the wages of 
labour and interest 011 capital which the latter dot s not. 
The earnings of the entrepreneur consist of wages of labour, 1 
interest on capital, rent of land (when the entrepreneur 
uses his own land) remuneration for the woik of management 
and rent of ability. Marshall excludes the first two from 
net profit and perhaps also the last element from (rue pi of its. 

For Marshall, munagt nienl consists in organising and 
devising new methods and m taking risks. The lust nl these 
two is the work of reducing risks; the second of taking risks. 
The former involves mental work, the latter anxiety and lear. 
For Marshall these two kinds of work urn not be sepaialctl. 
Profit is therefore the remuneration for this combined work of 
management. 

Marshall’s eonreplion of profit differs liom ours in so far 
as he includes in profit, besides the remuneration for risk¬ 
taking, (lie salaty of organising work. The other point of 
differente is that Marshall tines not clearly differentiate profit 
from accidental gain. He seems to think however that in the 
long run the earnings of'an average entrepreneur do not contain 
any element of accidental gain. 

The similarity between our view of profit and that of 
Marshall is based on two features. First, according to both 
the views, profit is included in cost. Second, profit excludes 
interest on capital and wages of labour. 

The first point of similarity Marshall shares with some 
classical economists. Adam Smith, Malthus, Ricardo and 
Mill all maintained that profits enter info" the “COST Iff ‘produc¬ 
tion. Adam Smith regarded profit as "a payment for the risk 
taken and the services performed by the entrepreneur in pro- 
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duction. Ricardo, .also exphsiiMJ profit as. a surplus above the 
return of labour which compensates the employer for the usual 
risk and trouble encountered in employ ing capital jproduc- 
tively. Mill also emphasis^ risk-taking as a special function 
of the entrepreneur and maintains that profit is an adequate 
compensation for some additional risk over that incurred upon 
idle capital. 

The classical conception of profit as a cost element is 
therefore in conformity with our view of profit as stated in 
this chapter. The only refinement needed however is that the 
remuneration of the entrepreneur for the organising work that 
he may, and almost always does, should be separated from the 
remuneration for lisk taking. As a matter of fart the entre¬ 
preneur in his capacity as an entrepreneur cannot do any 
other work than that of merely taking upon himself the risks 
attendant on produc tion. Further, .some distinction should also 
be made between profit and accidental gain. Perhaps the 
classical economists thought that in the long run accidental 
gains tend to be eaten up by accidental losses. That may or 
may not be true; but the distinction is important and leads 
to a better understanding of any theory of profit. 

Wallin'\ Ihcoiy. In sharp contrast (0 this cost theory 7 of 
profit is Piesidrnt Walkei\ \ui[>lu\ tluoiy. He realised perhaps 
the place ofaccider Lai and theicforc surplus gains in the in¬ 
comes of entrepreneurs. Mere remuneration for risk-taking 
cannot account Tor the very large profits that producers often 
make. He therefore takes profit outside the cost of produc¬ 
tion, and defines it as the difference belwren the earning of 
an entrepreneur and (hut of the marginal one. Like real 
he measures profit from the marginal no-profit inromc 
of the entrepreneur. He argued that entrepreneurs have 
natural and scaire ability. The use of this ability produces 
an inrome for them. But the entrepreneur who is at the 
margin is able to get no price for this ability. Or to be 
more rorrert, the word profit has to be used to designate 
the difference between the prices of this ability. What the 
marginal entrepreneur gets is to be included in the cost of 
production. Cllearly enough, Walker’s profit is the rent 
element in the earnings of organisers. The work that the 
entrepreneur does in his capacity as the organiser of pro- 
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dnotion (employing capital productively and reducing the 
risks to which it is exposed) differs from entrepreneur to 
entrepreneur. He wiio has a greater natural ability earns 
more than he who has less. It is therefore the rent of natural 
organising ability. 

Andia j'\i lhi on. It is not clear whether Walker’s profit* 1 
includes atridental gains. Perhaps it includes that part of 
accidental gain that is over and above the accidental gain 
made by the no-prolii entrepreneur. President Andrews is 
however more clear on this point. Holding more or less 
identical \iews whh W.iikei lie yet differentiates gains of 
opportunity due to chain e Irom income obtained from the 
use of natural abilit). 

of IValitn ant] (ink. Such a view ol profit as a 
surplus above the cost or production has been held by 
continental wiiters also. Walras for instance says that when 
there is free competition the price of a pioducl just equals 
its price, and concludes that the normal talc of prnlil is I heir- 
fore zero, (ride also makes profit a sin plus above i ost. The 
surplus, he says, is possible when the cnucpiencui is in posses¬ 
sion of some sort of monopoly. There must be scarcity of 
what the entnprencur oilers for sale, otherwise, Gidc main¬ 
tains, there would be no profit, ilis exposition may not be 
clear but it is obvious that he regards piofils as a surplus 
above the cost of production. 

Claik'i theoiy. John Hates Clark’s theory is known 
popularly as thr dynamic iheoi) of profit. .He maintains 
and rightly too that profits arise only in the dynamic state. 
In the static slate there are no profits as there are no risks and 
no necessity of taking vital decisions. His views on profit 
are similar to our own inasmuch as he makes change (and 
therefore uncertainly) an essential condition for the emergence 
of profits. But bile we have defined profit as the remunera¬ 
tion for risk-taking, Clark includes in it also a remuneration 
for the organising work done by the businessman. He says, for 
instance, “we shall see that in dynamic industry there is a nor¬ 
mal way in which he (the businessman) may gel an income with¬ 
out taking anything from the incomes that labour and capital 
would get if he did not perform his part. His return may 
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come from the result of an enabling act which he performs, 
whereby both the labour and the capital of a particular 
subgroup become more productive than other labour and 
capital are and more so than they would be if the entrepreneur’s 
enabling act were not performed.” 

Thus, for Clark, the entrepreneur’s income is duc.to.thc 
fact that he makes the efforts of labourers and capitalists more 
productive than what they would otherwise have becil- The 
entrepreneur thus does some work besides mere!) taking the 
risk of production. This contrasts sharpl) with wliax Clark 
says at another plan. Explaining how a man can be an en¬ 
trepreneur only, lie says, “If a man should hire all the capital 
that he needs in a business, and also all I hr labour, including 
the labour of c\ery man in the office foicr and resides there¬ 
after in a distant rounti), holding no consultations with his 
managers, whatrvrr income hr might gel would be purel\ 
an entrepreneur’s prolit.” Here Clark makes the entrepreneur 
merely llie beam of risk-,. He does not do anv work, for he 
holds no consultations with Ins managers. It is surprising, 
therefore, that while describing the (mergence ofpiofits in 
the dynamic state hr attributes to the entrepreneur the task 
of increasing the pioduilivily of iu-upcratmg Jar tors. He 
would have been consistent had hr strictly adhered, literally 
and in spirit, to the word “enabling” that he uses above. 

Nor is it cleat whether Clark would include chance gains 
in profit. Perhaps he would. For lie makes the entire dif¬ 
ference belw'een receipts and cost equal (oiprohl. 

Knight's Ihtoty. We come now to Pi ofessor Knight's theory 
of profit. His views on prnfil arc stated at length in his book 
“Risk, Uncertainty and Profit” published in 1921. What 
1 m Views are today wc do not very well know. But the views 
he held in 1921 remained more or less unaltered till 1933. 
Thereafter, however, he appears to have modified his views 
in rertain directions as is evident from some of his articles 
and reviews of books. Wc shall confine ourselves to his theory 
as contained in the book referred to above. 

Professor Knight says that there is no profit in a change¬ 
less economy, There is no entrepreneur in such an economy 
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for there is no necessity of decision-taking and shouldering the 
responsibility thereof. In an economy characterised by change 
there is the necessity of forecasting the future and accordingly 
taking important decisions. Since our forecasts cannot always 
be correct lie who performs the function of forecasting the 
future knows that he is taking risks in assuming the responsi¬ 
bility of taking decisions based on his forecasts. The entre¬ 
preneur guarantees lixed payments to hired factors and their 
remunerations are imputable aud determinable. But the in¬ 
come of the entrepreneur is not imputable; it is residual. .Jit 
is what is left over after the incomes of other factors are deter¬ 
mined. 

Here there is the first important difference between Pro¬ 
fessor Knight’s theory and our own. According to us profit 
is a remuneration for the entrepreneur’s function of risk-taking 
and is as such determined like any other income. Professor 
Knight makes profit a purely residual income. It therefore 
includes what we have called accidental gain (or accidental 
loss). Fot us, the entrepreneur is the mere taker or risk and 
whatever he happens to get over and above what is his due 
share as risk-taker, lie gels in his capacity other than that of 
the risk-taker. 

The difference between the two views can therefore he 
traced to the difference in the meaning of the word entre¬ 
preneur. For us, the function of an entrepreneur consists 
merely in putting oneself in an uncertain slate of the mind, a 
state of mind in which the financial results of an act arc not 
clearly perceivable. Professor Knight says, on the other 
hand, that it is the function of the entrepreneur to direct aud 
rontrol productive activities, forecast the future and takr the 
responsibility of the decisions made on the basis of those fore¬ 
casts. TIip direction and control of productive activities, as 
professor Knight himself says, is a function that someone has 
fo pei form even in a changeless economy. It is therefore 
not in the strict sense of the word entrepreneurial function 
to direct and control a productive enterprise. This part of 
thr work may therefore be called, in our terminology, orga¬ 
nisation. But, as Professor Knight rightly points out, 
the work of control and direction of operations becomes 
merely a routine business in an economy where uncertainty 
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is absent. It is doubtful whether in a such an economy 
there would be any scope for the exercise of intelligence. 
And in so far as organisation is a kind of mental work re¬ 
quiring tiie use ol intellect, it is doubtful whether even organisa¬ 
tion can be said to exist as a factor of production in the 
hypothetical changeless economy. VYr need not go into the 
details of this question, however, as a society wilh uncertainly 
absent has no practical interest for us. 

Hence, concludes Profcsaor Knight, the entrepreneur 
earns an ineome that can be divided into tun parts. In the 
first place, he gels his 1 enumeration like any other worker 
for the work ol diirction <uid uiiitiol ol economic activities. 
Over and above this he earns an income in his capacity as 
the true entrepreneur, for the v\ ork ul exercise of judgement 
and taking ol decision ami .shouldering the respousibililes 
thereof, hi slant, Ills second p,ul ol imninr is due to de¬ 
cision-taking and risk-taking. Pi ulrssor Knight thinks that 
the income due to these two kinds of noil cannot lie effectively 
separated. As a mallei ol hici lie believes that even the 
first part ol his income that he earn as his rcmuncialiou for 
the work of direction and control cannot be accurately deter¬ 
mined. Speaking about it lie says, ‘*Tlib lolurn is merely 
the compoliti\c rale ol pay lor the grade of ability or kind of 
property in question. To lie suie, it may not be possible in 
piaclice to say exactly wli.u this late is. Not merely is perleet 
standardization ol things and iOt\ieo>> unattainable undrr the 
Jlucluating conditions ol real file, but in addition the condi¬ 
tions ol tin* entrepreneur specialization may well bring it about 
that the same tilings are not clone nuclei closely comparable 
conditions by enirepicncur and 11011-1 iihcpiencius. Hence 
the sepaiation between the pine wage 01 lent element and 
the elements arising out of uneerlainty cannot generally he 
made with complete arouiaci”. 

This probably is c orrect. In the conditions that obtain 
in the real world it is not possible to separate the two elements 
of the entrepieucur's earnings with act ur.icy. The dillirulty 
however is encountered only when an attempt is niadc: actually 
to separate the various elements of the entrepreneur's earning. 
In theory, it is easy to imagine ihc two elements of income 
separately and to explain the forces that go to del ermine them. 
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And the difficulty is further minimised when the word entre- 
jSrflfeur 1 $ So denned as to signify only his aspect as a risk- 
taker. 


Assuming that somehow the first part of the income can 
be separately determined and called, say, the wages of manage¬ 
ment, it still remains to sec whether profit is the remunera¬ 
tion for the work of making decisions or taking upon oneself 
the risk attendant on them. Piofessor Knight’s views on this 
point deserve notice. It will be recalled that according to 
our theory of profit, profit is merely the remuneration for the 
function of taking risks. Income obtained horn decision- 
taking woik, we have preferred to include in the salary of 
oiganisatinn. Professor Knight how ever 1 rgards it as a part 
drprofit. The entrepreneur, says he, (annul delegate the 
work of derision taking to another person, ll is, as it were 
a part and panel ol his function as the lisk takn. He 
therelore consider it ncressaiy to widen the (onuol.ilinn of 
ihr wmd mi as In make it absorb the remuneration for the 
work ol making decisions. “The essence of enteiprise” he 
says, “is the specialization of the function ol v^muhlc tin trim 
of economic lilr, the neglected feature ol wide h is the insep.ua 

bilily of these two elements, ic\fion\ibihif and r nniml . 

Any degree of effective exricise of judgement, or making 
decisions, is in a iree society coupled with a 101 responding 
degree of uncertainly-bearing., ol taking the icsponsibilits 
lor thosr decisions.” 

Profcssm Knight considers the theoietical possibility 
of scpaiatiug the two functions: one man may only make 
decisions and another take risks. But he believes sueli a 
separation is too umealistir to be rousideied seriously. II 
the entrepreneur dues not perform the dav to day work of 
taking decisions, says Professor Knight, he at least takes 
decision upon the important question of who is the fittest 
person to whom the daily work of making decisions can be 
delegated. Whelhci Professor Knight is absolutely correct 
here it is difficult to say. ll seems to us, however, that the 
nature of the two functions is so clearly different that no 
violence is (lone to theory by supposing that a person earns 
the two corresponding elements of income in his two separate 
capacities. While then lor Professor Knight profit includes 




PROFIT 


m 


both the remuneration for risk-taking and that lor the orga¬ 
niser’s work of making decisions, for us it comprise-) only the 
first type of remuneration. 

There is however another and perhaps equally inipoi lanl 
point of dillei ence between Professor Knight’s and our t oncep- 
tion of profit. Profit, for Professor Knight, is a residual income. 
Whatever remains aftci the oilier factors ate paid is the income 
of the entrepreneur; and that income he calls profit. Thus 
profit includes over and above the two kinds of im omes noLed 
above, any accidental and unforeseen gain. And if there is 
any unexpected loss, piofit is less by that amount. This element 
in llie makeup of Professor Knight’s piolit may at times eat up 
entire income that the euliepieneur Inis '•a'licd for the woik 
lie has done. Thus, pi old might at tinus be /eio or negative. 
Suili a possibility is due to (lie fact lliat piolit is made up o( 
three distinct elements. It dues not lead to claiity of thought 
to give one name to a combination of (luce diflnenl tilings. 

Professoi Knight, who lumps togctliei the raining ol risk- 
lakiiig and accidental gain 01 loss, savs in this connection: 
"The cliaiacter of the enlicpreneui’s income is evidently 
complex, and the iclaiious of its component elements subtle. 
It contains an clement whiili is oidinaiv continental income, 
meived on the giouiul ol locitinc smites puloimed by tlie 
cniitpiciicui personally lor the business [ wages) c»i (Mim'd by 
propcity which belongs to him mil in capital leiurn). And 
the difleiential element is again complex, lot it is ileai that 
thcic is an element ol calculation and an clement ol link in 
it.” 


This completes mil examination ol some ol the thrones 
ol piolit. We pass on now to the coiisideiaiion ol the cliilei- 
cncc between lent and profit, 

Rusr and Proiji ( Ion i rasj m 

It is oltcn thought that mil and piofit .uc suiplnsc's alike 
in most tespctls. And often the oulv diflerenc e niaclc* between 
them is that while rent is suiplus lliat arciucs 111 all cases pio¬ 
fit is one that accrues only in the dynamic state. The eiror 
in this view should be obvious to those who have followed the 
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foregoing pages carefully. Pm fit, it Lab been pointed out 
there, is not a surplus in any‘sense of the torn. It is the 
earning of risk taking. It is a tost clement as much as 
wage or inteiest is JTlie mil) difference between profit 
ana wage 01 intciist i*- lh.it tin* (omci is to be found only in 
the d) mimic state, while ilu* latter is found in both the static 
and dynamic stalls rime i 1 thru lore no ground on which 
one tan possibly compile mil with pio'it 
* 

11, liowet ei, w e in cli'.(.mil by pioht tin accidental gain 
that aiitues at tiims in tin rlymunu state, rent and profit 
both liftome suiplus Then • dmi a common charaetemtic 
possessed by thnn But I’m' i dm i difleierne between 
thcnatuie ol these lwoM»p]nM Rmt m tmiplus that accrues 
.both in the slain and d i ilyua no stalls, pi olit v a< cidonlal 
gain) bilongs onl\ to tin* dmumir slate Rmt suiplus is 
due to scarcity , >pn iln it i t. the raildnUlit ihing earn¬ 
ing the irntis .i Inc ill ol u.tiiiu P • \ olds, spenfieily, 
ami ficc gilt, hail ol muisi io hi uukidood m thiii widest 
Aicnse as esjd iim d in tin i bajitu on n •.< J J »< fi« surplus, on the 
kithu hand,i dur lo ipois m hncid'l ill 1<edit funsiglil. 
Rent .minis bu .iim son ai in poiwssinu oi a si.uic objeit; 
piofit accrues bi i aim you In u .i iiihcfiie Iwesighl (and as 
Piolcssoi Kuielit siys, it is eiiald the mine dilative foie- 
sight otheis ha\i as lompaml in sou Rmt suiplus m the 
widest sense as a nil plus above oppoit unity cost auses when an 
agent cannot be pm to wmal lists, that i>, when it is not 
divisible ot mobile ai ill widist v n >. Pioht is i *-mpln. auscs 
when due to imperfect Ion ml lit mjii anlmp.m hs. than what 
you actually get m tin cur 1 Rmt is ,ui ivpciml suiplus, 

G ofit is an uwvmili d unpins Rent is pn ilivi , piofit iu.n 
t ■ negative m wniih c isc i 1 is r ailed Jons It must beicmem- 
beied howcvei ihat wi hi\< lme ustil the wind piofit in tlir 
(erroneous) sense of atnclmtil *;aiu Piofit is the result of 
risk taking; he who takts risk may net a pioht or jnun a loss. 
It is theicfoie an outcome ol gambling Rent is not. The 
gambling that iemits in pioht oi loss is, it must be mentioned 
one that is essential for evny piodiutivc activity undei taken 
by men with impeded foicsight 
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Money and Foreign 




flHAPTER XLIV 

MONEY 


The origin oj money. The use of money seems to have 
resulted from the inconveniences which were experienced 
in barter exchange. For then every man could not make 
all the articles ol his choice so that others had to be found 
who could give him such articles as he did not possess 
himself in exchange for his own. The chief handicap in 
barter economy lies in the difficulty with which men are 
available who arc willing to exchange their articles with the 
articles of oilier men. That is due to the lack of coincidence 
of their respective wants. If some men want milk and 
butter in exchange for their caps andr’fhoes those who can 
provide them with these articles might not be wanting 
caps and shoes. And in such a situation exchange cannot 
lake place unless people are available who want caps and 
shoes in exchange for milk and butter. But the difficulties 
are not over in the mere availability of such men. Those 
making the exchange would have to find out the values of 
milk and butter in terms of caps and shoes jointly and 
separately. And further when caps and shoes are later 
exchanged for a variety of other articles a valuation of their 
separate prices in terms of these articles has again to be done. 
The price of a cap would be expressed in no single measure 
ol value but in a variety of things which might range from 
cabbage to the crown. As with this cap, so with every other 
article with which this cap might cxchangr itself in society. 
Nor is the difficulty over when evaluation in terms of hundreds 
of other articles has been done somehow. Jf one cap is to 
exchange for one Seer of milk, how many will exchange for 
a seer and a half? Surely if the cap is cut into two, it becomes 
no better than a cloth duster and might not be wanted any 
more. And if this cutting is not done, either more milk 
must be parted with so that two cap might reach the milk¬ 
man or one cap must be parted with so that a full round 
seer of milk might reach the cap seller. This implies that 
either ihe milk seller must demand more raps than he would 
have origiually wanted or the cap seller must demand more 
milk than he needs to consume. 

32 FF, 
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Barter thus leads to the inconveniences, first of finding 
men who mutually demand each other’s articles and thru 
of evaluating the price of each goods sold by men, in terms 
of all such articles as the seller of the goods in question might 
want in exchange; and lastly of sub-dividing the articles of 
exchange in case such a need arises. 

Money has helped men rid themselves of these inconveni¬ 
ences. And consequently its use has become widespread and 
in the partieular set-up of themodem world economy, almost 
indispensable. 

Dt'finition oj nmuy. Let us define money and see what 
specific functions it discharges in human society. Money 
has been variously defined by various authois. We will not 
spend time in analysing the various definitions and then 
finding for ourselves the correct one. We will rather accept 
as correct a definition that is widely aaqiled h\ economists. 
Such a definition is Prol. Robcitsoifs. Money, he says, 
denotes anything which is widely arerpted in payment for 
goods or in discharge of other kind ol business obligations. 
The chief characteristic of money is its wide acceptability 
As he puts it: “If things which are intended to be money - the 
notes of certain Governments for instance- cease to be widely 
accepted in discharge of obligations they cease 10 function 

as money and.to be money. On the other hand, if 

things which have not hern hithcilo considered as money such 
as tobacco or cigarettes or tins oi bully beef, become widelv 

accepted in discharge ol obligations, they become. 

money.” 

Fum I urn i o) nrnty. But fin a tiling to be widely accep¬ 
table, it is nccessaiy that it should be c\pi cssible in terms of 
a measure orstaudaid of value of things in general. A cheque 
is a widely acceptable thing because it ran be expressed 
in this country in terms of rupees, annas and pies who h help 
us to measure the value of all the goods produced and ex¬ 
changed forpurposes of consumption. Cheques in India would 
cease to be widely acceptable if they were not to represent 
rupees. For, then they w'ould cease to express a common 
measure of value. Men accept cheques because they know 
that after they are encashed they can easily purchase any 





MONEY 


499 


article they need for their satisfaction. Like cheques, then, 
nothing would be generally accepted unless it was capable 
of being expressed in terms of a common measuie of value. 
Money thus is something which is expressible in terms of a 
common measuie or i standard of value for then alone can it 
be widely acceptable. 

It is the quality of mumy that it icprescnts a command 
ovei <oods in genual which makes it perform the functions 
commonly assigned to it. Money, they say, is a medium of 
exchange am! f u ilii i>rs the buying ami selling of goods and 
smices Win tin i il be a capscUci or a seller of milk) he 
will be able to sitisly Ins demand'* with thr money he gets 
hom the sail' nl lus goods v\ ithoul having to bother about 
finding p« >ple who in ed his goods in exchange for their own. 
\ cap seliei who want* milk will sell his taps for money and 
then purchase milk with that money The milk seller might 
01 might not need t.ipc, lint he will always acrepi money in 
exchange loi milk know hid that lie can at any time exchange 
it fin whale\u Jn wants. Money thus bungs about exchange 
evm between putties that do not need each other’s goods. 

Ik mg a unit nl .mount i e ,sunu thing in tonus of which 
tluyalui nl all uooclscanbe.Houutedoi esaluatcdit naturally 
helps us to fix mu <hones of goods anil the vaiious amounts 
ol ihem without the leas* difficulty. And soil facilitates the 
aehiouincut of maximum satisfaction which is the rconomii 
end of all human beha\ioui 

A lutihci func lion of money consists in its being what they 
tall, a standard ol defence! payments. When prompt pay¬ 
ments aie made, money, we can see, seixrs as a siandaid for 
sueli payments. When payments aie to he made altei some¬ 
time as when a loan isietuined 01 commodities paid foi, months 
aflci they aie purchased, values aie again leekoiud 01 expiesscd 
in terms ol money. What is important hcie to note is the 
fact that a unit ol money—a rupee, for example which 
serves as a standard foi piumpt present payments serves also 
as a standard for future payments consideied as possessing 
the same purchasing power as it has in the present. Present 
contracts involving future payments do not take as standard 
the future purchasing power of money. If a hundred rupees’ 
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debt contracted today is to be paid back after a year then 
only hundred rupees would be paid back after that time 
despite the rupee having become weaker in its purchasing 
power. If one has contracted to receive fifty articles after a 
year at the average rate of five rupees an article, which happens 
to be the rate today, one must pay two hundred ana fifty 
rupees to his seller even if the articles in question arc being 
sold at four rupees an article at the time of payment. 

The next function of money is to serve as a convenient 
store of value. We have seen above that money being a 
common measure or standard of value has the power of com¬ 
manding other goods in exchange for itself. And so when 
people store money the) have the satisfaction that they can 
with the help of that store or a part of it piivrliase any 
article for their consumption. Such satisfaction is lacking 
in the case of cloth which if stored would not enable them 
to buy any article they liked. A further advantage when 
money is used as a store of value lies in its beingless perishable 
than other goods, doth might be eaten up by while ants 
but coins rannot. Again the capacity of a unit of doth to 
bring a certain amount of satisfaction to its saver is much 
less certain than the capacil) of a unit of money. The 
value of cloth owing to increased production or decreased 
demand may go down more easily than the value of a unit 
of money. As a store of value, therefore, a unit of money has 
promises of more slablr satisfaction than other goods. Though 
serious fluctuations in prices, which we have all been a 
witness to in these past two decades, do not make us very 
hopeful of such promises, money still continues to be thought 
of as possessing more slabililv of value than olher articles. 

To sum up then the chief lunrtions of money, 

“Money is a matter of functions Tour, 

A medium , a measure , a standard, a store." 

Glassification of money. Money, however, has great many 
varieties. We shallnow attempt ? classihcation of the various 
types of money which are rommonly used. Two classi 
fications are more outstanding and we shall consider ihem 
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here. One is that which is phren by Keynes in the first 
volume of his famous '‘Treatise”; the other is Prof. Robert¬ 
son’s. For reasons of clarity, Robertson’s classification, it will 
be seen, is preferable to Keynes’s. 

Before proceeding to give his classification, Keynes makes 
a subtle difference between money and money of account. 
Money of account is that, he says, in which debts, prices and 
general purchasing power are enprgssed. Money is that by 
giving which debts, prices etc. are discharged', in which general 
purchasing power is held. To clarify it further, »he says, 
“Money of account is the description or title and money is the 
thing which answers to that description”. Thus rupee descri¬ 
bed as containing so many grains of silver is j. money of account 
but lupec the coin which answers to that description is 
money. It is the duty of the state to sec whelhcr or not a 
thing which goes by the name of money does correspond 
to the description of the money of account. 

Money is now classified into tliief varieties: one is what 
he calls money proper and the other bank-money. “Bank- 
money” he says, “is simply an acknowledgement of a private 
debt, expressed in the money of account (a cheque expressing 
demand of say hundred in rupees from a bank) which is 
used by passing from one hand to another, alternatively 
with money-propei, to settle a transaction”. Money-proper 
is the money issued by the State and hence is also called State- 
money. In State money Keynes includes not only compulsory 
legal tender but Bank Notes and Central Bank Deposits 
also. Bank-monev is mainly composed of member bank 
deposits. 

As we shall see, we would then be eventually left with 
lour varieties of money with which to do our exchange 
transactions. Three of these varieties, viz., commodity 
money, managed money and fiat money belong to the class 
of money-proper and one,viz., Bank money belongs to the 
Acknowledgement of Debts. The total amount of current 
money held by the public comprises all these varieties. 

ProJ. Robertson's classification. Prof. Robertson’s classi¬ 
fication is more el 1 borate. He classifies money into chief 
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The following is the chart of Keynes’s classification 


Money-of-Account 


Money ^Proper 


(>r Stale Mone) 

Commodity MoneN 

l 


Krpirscnlalnc 

J 


Ackn owled gemenl 
of debts 

()r Bank Money 

J 


Muncy 


. Commodity Money 
(actual units of a 
scarce freely 
obtainable com¬ 
modity in relation 
to an objecti\c 
standard} 


Managed Monet 
(convertible in 
terms ni an 
objective 
standard) 


rial Money Iiank Monet 
i token mnnet (member-banks 
tthotc inti insir cheques ctr.) 
value is dnoiced 
fiom ime value) 


varieties as does Key tics. Money, ho says, is either common 
money or bank-money. The latter v.tricU, wo can .see, is 
, a part of Keynes’s classification also, ilut tlu* former 
variety is differently named by Keynes. He calls it money- 
proper instead oi common money. f.ummon money 
according to Robertson is “money width is universally 
acceptable within a given political aiea." Hank money is 
that “which requires special knowledge and the making of 
special arrangements on ihe part of the lrcipient.'’ 

Common money is further classified by Robertson into 
three varieties—optioual money, subsidiary money and legal 
tender money. “Full legal tender money or as we call it 
for short, legal tender”he says is that money “which is certi¬ 
fied by law to be valid in final discharge of a debt for any 
amount from one fellow citizen to another.” Subsidiary 
money, he says, is so certified only t'or debts up to a limited 
small amount. Optional money is one w hich is not legally 
certified to any amount whatever. 
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He sub-divides legal tender and optional money into 
further varieties. Legal tender is divided into convertible 
legal tender and standard legal standard. Convertible legal 
tender is that money "which one ordinary citizen must 
accept as final payment from another, but in exchange 
for which some central institution is bound to give some 
other kind of money if requested." Standard money is 
the one "in which even such a central institution is entitled 
to make a final and ultimate discharge of its obligations, 
including the obligation to convert convertible money.” 
The two sub-varieties of optional common money are full 
bodied optional money and token optional money. Full 
bodied optional money is the one whose face value is equal 
to its intrinsic worth (Jikc an ox) bul the acceptability 
of which is not terrified by the law of the land. Token 
optional money lias a face value different from its intrinsic 
worth and. ol course, no legal sanction behind its wide 
acceptability. 

Legal tender money might be of two types as converti¬ 
ble legal tendei money might be. These are token money 
and full bodied money. Token money, says Robertson, is 
money “whose value is naturally greater than the value 
ol the stuff ol which it is composed.” Full bodied money 
is that “whose value is not naturally greater than that of its 
umiponrnt stufl.” 

Prof. Robertson’s classification which is given below is 
preferable to Keynes’s for the varieties in his classification are 
not overlapping. A five rupee note, for example, would only 
be put in the variety of common convertible token legal ten¬ 
der money and in no other, though there aie five other varie¬ 
ties along-side. In Keynes’s classification, it can be put into 
two classes at the same time. It may belong to the fiat 
money class or the managed money class. If money is to be 
properly classified, the classification should be such that no 
single variety of money should appear as belonging to 
mote than one class at a time. Or else we would say that 
the classes are over-lapping, the same thing being pul in 
one and then another rlass at the same time. 


Prof. Robertson's classification, moreover, is very elabo- 
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Prof. Robertson’s classification ;— 


L 


•Uauk (Uliupu) 


Optional. 


Money 


r 

Subsidiary 
(Shilling ^ or 
aimas or pics) 


CJoinuu 11 


Lcgalltendcr 


Full-bodied 
(primitive ox; 
Maria Theresa 
dollar) 


Convex liblc Comm on | 
money 


Convertible 


SUuidaul 


I 


Full-bodied 
(Sovereign 
in India) 


Le** al tender 

1 r 

I'okni (Bank Token Full-builiril 
of England (lupec) (Suveicigu) 
note 



Token (U.S.A. 
National Bank 
Note) 


rate. Keynes 1 ecognises lour varieties of money, whereas 
Robertson recognises seven. And we know what elabora¬ 
tion in classification leads us to. It makes possible a more 
thorough and scientific grading of classes and hence minimises 
the chance of tire classes overlapping amongst themselves. 


Yet another advantage which Robertson’s classification 
possesses over Keynes’s lies in its using a phraseology 
which is very much in consonance with the every day usage 
and hence more easily intelligible and clear. ’’Convertible 
legal lender"’ for example is much more easy to understand 
than ‘‘Representative money.” “Token money” is much 
more attractive and clear in meaning to an ordinary man 
than “hat money” and so on. 



liHAPTEN XiA 

\ALUE OF MONEY 

We now address ourselves to a problem which has 
become perhaps the only topic ol'discussion in the midst of 
mom tai y theorists for some lime past. This is the familiar 
problem of the value of money, tcchnicjiic of its measure¬ 
ment and ils vital place in modern economy. 

Significance oj the jtmetiom uj money. From looking at 
the functions which money is said to pcrlorm in a society, 
one might be tempted to conclude that money is unimportant 
lor it is only a convenient tool for making exchanges and 
incurring debts. If this tool were not to be there, cx< hanges 
and debts would not cease to be made; they would conti¬ 
nue to be made as in the past though only with difficulties. 
And so money has no independent indentity to be capable 
of exerting some iulluetice of importance on the working 
of men's economy. The classical economists took this 
\icw of the matter and that is why to them the problem 
of the value of money did not assume any vital importance, 
liul to the monetary theorists of today who have witnessed 
the wide lluctuatious in the economic conditions of the people 
as a result of changes in the value of money, the problem 
is no more or a trivial importance. Money to them is much 
more than a meie tool used for the couvenieuu of the 
people- it is something ol which men themselves seem to 
i»e becoming a tool with the advance of time. In such a 
situation, the view expressed by J. S. Mill that "there can¬ 
not be intrinsically a mine insignificant thing, in the 
ec onomy of society, than money” is wholly unacceptable. 

If mouey could perform ils functions smoothly in the 
economy of a society wc would have called it “insigni¬ 
ficant”; wc would have considered it as of no more or no 
less importance than is given to any lethnique or tool 
that saves the labour of man. lint that unfortunately is 
not lilt' ease. When money gels out of older it exerts a vital 
and sometimes a ten iblc influence on the working of men’s 
economy. Mill recognises this fact wh. n lie says: "Like 
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other types of machinery it (money) only exerts a distinct 
and independent inllucnce of its own when it gels out of 
order.” But Mill was not ronscious of any frequent and 
terrible disordcis in the machine to call it significant. 

The significance of money emerges from the fact that 
it functions with great leaps in its value, or whii h is the same 
thing, its purchasing pow er is seldom constant. The reasons 
why this happens will be sreu in the theory ol the value of 
money which we will take up in a subsequent chapter. 
Meanwhile we digress a bit to find out how this inconstancy 
in the purchasing power of money or the value of money is 
measured. But even befoi e that let us examine the meaning 
of the pliiase“s aluc of money”. 

Miamni j oj value oj mwy . When we speak of the 
value of a prn, we mean that it will ftSmmand ItJj-The 
pen seller an aitlount, say, of a couple of, rupac&-iu>>surh 
and such a m trkel at such and such a lime. When we speak 
of the \aim* of a rupee instead of meaning that Tf will 
command one rupee in exchange for itself for that is meaning¬ 
less, we would mean that il would command so much of 
milk or buiter or a bus ride to the country side in a certain 
market at a certain period of time. By value -of money 
is, therefore, meant the purchasing power of money—the 
capacity of a unit of money to command goods and services 
in exchange for itself, ff prices ate low, a unit ol money 
will command more goods and services; il prices arc 
high, the same unit will command less goods and services. 
And so, the value of money is related to prices. When the 
general price-let cl is high the value of money is low; 
when the general juice-level is low, the value of money is 
high 


We come next to the question of measuring the 
value of money. Since the value of money rcTcrs to its 
purchasing power and since the purchasing power of money 
in a given situation depends upon the goods and services 
which a unit or money will buy, the value of money can 
be found only by reference to the price of these goods and 
services. But these goods and services, naturally enough, 
have different prices. For purposes of measuring the value 
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of money wc need a single price—many prices would mean 
ctmftufo'n; a rupee purchasing more wheat and less cloth 
would be more valuable if the price of wheat alone was 
looked to and less valuable if price of cloth alone was con¬ 
sidered? Wc cannot make a general statement whether 
the'value of money has gone up or gone down unless wc 
have % single price. 

* m 

The technique of index number r. To do that, says Keynes, 
we find out the price of a composite commodity. This 
composite commodity is a mere colled ion of all Lhosc 
commodities which a society buys for consumption - 
wheat, cloth, fuel, etc. and the like—al any time. We 
add up the individual piices of these commodities and find 
out their average. This will naturally result in a single price 
in terms of a chant 1 e in which wc can reckon the change in 
the value of money also. Of course this average will vary 
according to the type of avcr.v e that N used. If the average 
is the geometric one. there will be oue single price; if the 
a\ erage is the harmonic one there w ill be another single price; 
if the average i< the arithmetic one there will be a third single. 
price. Usually, howev cr, the arithmetic average is employed.) 

I 

Bui even with the arithmetic a\ erage only, we ran get 
a number of a’ eiage prices for the same composite commo- 
dit>. If wc rcgaid each commodity as equally important, 
then merely adding up the individual prites and dividing 
them by tlicir total number would do. But we may regard 
individual commodities inside a composite commodity as 
mote important or less impoitaut than others in which case 
then the aveiage price of the composite commodity will b; 
quite diffeient from the abose. Whin in a composite com¬ 
modity whiih contains two indisidual commodities say, 
one is twice moic impoitant than the other is, the average 
price will be circulated in tl.e following and not in the earlier 
mann'r. We shall multiply the price of the more important 
commodity by 2 and the price of the oth*r commodity by l, 
add up these prices and divide diem by 3 to g> l the average. 
If both these commodities would have been equally import* 
ant, price s net d not have been multiplied and their total 
shou d not have been divided by 3 ; it should only have been 
divided by 2 to gel the average. Thus unequal importance 
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of commodities leads to the calculation of a different average 
price* e\cn though the l>pe of average employed is the same. 
When commodities are unequally important, their prices 
before being added up arc to be multiplied by their respec¬ 
tive weights of importance. Further their total is to be 
divided by the sum total of the weights of importance and 
not by the total of the prices individually set down. Thus 
far, however, we have been talking of the \aluc of money 
at one particular point of time. 

For measuring changes from lime to lime in the value 
of money we calculate for each time a price level or an 
average price pertaining to the composite commodity 
(with its weights of importance) that happens to he tlie 
target of consumption at the time selected for purposes ol 
comparison. When smli a series of pi ice-levels has been 
collected at one place, wc call it b) the name of iudex 
numbers. Index numbers arc, therefore, a scries of price- 
levels calculated fiom lime to lime for the same composite 
commodity for purposes of ascertaining the changes in the 
value of money. It should be evident why the composite 
commodity should necessarily be the same. If you want to 
know the changes in the price of A for two years, then 
you will naturally compaie yl's piice in one with A's price 
in the other year. The comparison of yl’s price in one 
year with B '& price in another is, in a way, completely 
meaningless. 

The year with reference to which we measure changes 
in the price-level and hence the changes in the value of 
money is called the base year. If wc wish to compare the 
value of monry toda> with that in 1939, then 1939 would 
be the ba«c year iu our index-number. The prices in the 
base year would be taken as 100 and all the prices today 
would be expressed us a percentage of the base year prices. 
If wheat—the same quality one—were being sold at Rs. 3 
j inaund in 1939 and at Rs. ia a maund today, then its 
price in 1939 would be 100, and today 400. 

Difficulties of const meting index; uumbets . It would be 
well to indicate sonic of the things which should be kept 
in mind while constructing the indix numbers. 
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The first thing is the choice of the base year itself. 
The selection of a year as base which fell in abnormal 
tildes—times of depression or boom—would lead us to 
misleading results. If prices loday arc compared to those 
prevailing in the boom period of the middle ihirties, they 
might appear as having only slightly increased. And wc 
would say that money has not become really as cheap as 
it appears when wc compare its purchasing power to that 
in 1.039. I 1 " 01 ’ a correct understanding or the fluctuations 
in the value of money a normal base year, neither of boom 
nor of depression but the one l\ing between both, should 
be chosen. 

The selection of such a nmmal year is, however, a 
dilficult task. For, we cannot easily say when it is a boom, 
a depression or a normal period. 

Theoretically speaking, the best price level is that 
which happens to be the average price of all such commo¬ 
dities as form part of the inmpositr commodity. But 
it is in praclirc difficult to imiude all commodities of 
consumption in a society; they are so numerous and even 
within themselves so varying in quality that we cannot 
possibly include all of them. Thus the necessity is forced 
upon 11s of including only as many commodities as possible 
consistent willi the Tact of their being widely consumed 
at the same lime. If conmiudiiies arc intituled width 
ate not more or less univeisally consumed in the society, 
the prire level thus tabulated would be of no use ihmigh 
it would be indicative of the t outfit ion of those particular 
people who use those tommodilies. Our eyes should la* 
on the society a.s a whole rather than on a section of its 
people. 

A further thing that should be kept in mind is the 
type of prices collected for calculation. If wholesale prices 
are averaged the result would be different from that which 
we would get if retail prices were lo be averaged instuul. 
For, retail prices arc generally different from the wholesale 
prices. To know what a unit of money will buy lo X , 
wc must, if we aic to be accurate, take into account the 
prite that X actually pays in the market ami this price in 
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an overwhelming number of cases is the retail price and 
not the wholesale one. To know what a unit of money 
will buy to the society we should therefore know the 
retail price of commodities which the members of the 
society actual!) pay as .Vdocs, in their everyday consump¬ 
tion. 


But retail prices are difficult to collect. And even 
if they can be collected somehow, so varied are they' in most 
cases that we do not know which single one of them to 
choose for purposes ol totalling and auiaging. The 
wholesale pi ires arc quite often uniform throughout 
the society or at least they are more uniform than the 
retail prices. Morenvoi they aie easy to collect. We 
can appioach big ccntic* of tiade where bulk puirhascs 
take place and know the wlioles.de piites much nunc 
easily than we (an know the letail pi ices. But wholesale 
price hides, nuiubeis air. In uaiuic, less act mate lor measu¬ 
ring money value than the letail juice ones. 


Yet iinolhri thing that all its .uim.uv <il pi if c levels 
is the method ol awiaumg. The most commonly emjdoy- 
ed method is that ol simple antlimctic .twinging in which 
piiics an* totalled up and then divided h\ the number 
of articles. The gcoineliic awiagc is ulna in cd bv multi¬ 
plying the ptices and then e\U acting their root to the 
same number which at tides ol the composite commodity 
add up to. The harmonic awiagc is obtained by adding up 
the reripiocals ol the individual pi ices, dividing the total bv 
the number ol articles ami then finding out the reciprocal 
of the final result again. If theie are ivvo numbers a and 

A, a ! } J will be the arithmetic average, \ ah will be the 


1 > a i, 

geometric aveiage and ^ ^ ^ the harmonic one. This last 
one is obtained in this way: we first add up the reciprocals 
of ft and b i.e. 1/a and \jb which gives us then wc divide 

it by 2 (which is the numbci of articles) getting as the 
final result. We now lake the reciprocal and it becomes 
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2 ab 
a+b 


which is the average that we referred to above. 


The geometric average often times Jeaeft us to greater 
accuracy but it is difficult to use. And so the arithmetic 
average is generally in vogue. 

As to the consideration of weights of importance we 
have already seen it to be indispensable for purposes of 
calculating a realistic measure of the purchasing powrr 
of money. Index numbers calculated without “weighing" 
arc an unrea'istu tool for measuring money value. 

All the time that we spoke about inrhx numbers till 
now we were icferring to those which indicated average 
price of a composite commodity consumed by the entire 
society. Wc can frame index numbers lot different set tinns 
of the .society also. The procedure would be the .'•ante; 
onl) - and that is evident enough—that the average prices 
indicate^ in such index numbers would be no direct tools 
for measuring the value of money to the sniiely as a w'hole. 
Such sectional valuation of money is obviously easier than 
the valuation lor the entire society. Olhn times such a 
valuation becomes necessary also as for example wli- n the 
problem concerns the raising or lowering of wages of the 
working classes. 

Dijfennf varieties oj indix minibus. Index numbers can 
be of different varieties, according to the purpose for 
which they are framed. If they are icquired to measure 
the value oJ tnonev from the entire society's point of view 
i.c. to measure (he general purchasing power of money 
then we will have to lrame the index numbers of a composite 
commodity embodying all social consumption. If wc 
want for working classes we will have working class index 
numbeis. If we want them for assessing the labourer’s 
wage per hour, we will have the earnings standard. If 
wc want them to indicate changes in the wholesale prices 
of certain staple commodities, we will have wholesale 
index-numbers. If the object is to stabilise prices then 
a tabular standard comprising wholesale prices of chief 
commodities might he formed. And so on, the variety 
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of index-numbers depending upon the object for which 
they are being framed. It is obvious that all these various 
types of index numbers would differ from one another 
in their results, for all of them would be based on different 
composite commodities wilh different weights and prices. 

Effects of chances in the value of monf.y 

When a unit of money buys less or more , all the 
members of the society either lose or gain and to the same 
degree together. But this stale of alfairs is cvidenl when 
each indhiduul price has gone up or down simultaneously 
with all other prices. Normally what happens is 
however different. Some prices rise more than others 
or fall more rapidly with the very obvious result that 
some gain more or lose more than many other people in 
the same society, it is worthwhile indicating the effects 
of price i lianges on the respective gains and losses of the 
various members of a society. These gains or losses 
might result From shifts in the re'il wealth and income of 
ihc people, and from flue I nations in the volume of employ¬ 
ment and production owing to price i lianges. We shall 
therefore, study the effect of i lianges in the value of mone\ 
on (1) the distribution of real wealth and income and i - , 
the volume nf employment and production. 

Wetakcuplhe cffectson the distribution of real wealth 
and inronie fu st. These effects are attached to (a) debts in¬ 
curred in money and also (6) the* various types of money in¬ 
comes that the members of thesociety earn. When prices rise 
rclalivc to a certain period of time, then be who is repaid bis 
debts contracted in the earlier period is a loser in so for as the 
amount which lie gels back purchases a smaller quantity 
of goods and services than it used to do before. If X who 
had lent out a sum of Rs. 100 in 1939 to Y, gels back hundred 
rupees today lie would be able to purchase much less with 
those hundred rupees owing to the prices being high at 
this time relative to those in 1939 . And so A r would be a 
loser. But 3 'will not be. In terms of goods and services 
Y pays much less in 100 rupees today than what he had got 
from Rs. 100 in 1939 . When prices rise, creditors of the 
period when there was no surh rise , Jose but debtors 
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gain. The opposite happens when prices fall. For the 
creditors receive more purchasing power than they had 
lent out while the debtors pay more purchasing power 
than they had received at the time or borrowing their debts. 

In the case of those whose incomes are almost constant 
or do not change very frequently, a rise ol' price means a 
loss, while a fall of price means a gain. Take, for example, 
interest, rent, pensions, annuities, salaries of public servants 
and to a small extent salaries and wage rates of workers in 
private industry. These do not fluctuate widely. And 
hence the obvious result that when the value of money 
has gone down, their money income being the same, the 
amount of purchasing power in their hands or their income 
in real terms goes down correspondingly and they stand 
to lose. But the receivers of profits of enterprise are not 
losers to a similar extent. In fact, they might even be 
gainers on the contrary. For, when prices rise their 
money incomes from profits also generally rise and so the 
net aggregate of purchasing power in their hands might 
actually increase. In periods of rising prices, there¬ 
fore, the real income of capitalists, landlords and public 
servants generally goes down and they lose but the real 
income ol entrepreneurs goes up or remains constant and 
they do not lose. 

More far reaching and serious are the efleds of price 
changes 011 ihe volume of employment and production in 
the society. These effects are to be studied through 
the behaviour ol those who are responsible for production 
viz., the enterprisers. They open more factories, us« 
more fact01s and raw materials, employ more people and 
produce more goods and services. And society to this extent 
gains in real income. When prospects of profit lare negative 
or zero, factories arc clpscd down, factors arc left 
idling, labourers arc dismissed, production declines. And 
society to this extent is a loser in its real income. 

Profits being the difference between the income and 
cost of the entrepreneurs, they would be high when 
income is high but costs are low, they would be low when 
income is low but costs arc high. When costs arc higher 

33 
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than income, losses begin to accrue to the entrepreneurs. 
In a period of •rising prices, we have seen that interest, 
rent etc., are almost constant whereas enterprisers’ income 
increases a good deal. And so the profits of the entre¬ 
preneurs have a tendency to increase. The result is in¬ 
creased employment and production and hence increased 
real income to the society. In a period of falling prices, the 
opposite thing happens. The income of the entrepreneurs 
decreases with poorer prospects of profils with the result that 
factories begin to be closed down and labourers are dis¬ 
missed, unemployment gels rampant, incomes of those who 
were employed just a while ago vanish, demand of goods 
decreases. And even those goods which arc being 
currently produced fwliat lo say of those that have already 
been produced) have lo lie idle and unsold. Often times 
even the landlords and the capitalists who, we saw above, are’ 
gainers under a price decline have to lose in so far as the 
enterprisers under stress of heavy losses and bankruptcy 
have to refuse payments to these people. 

The violent uphcavcls that are often caused in a 
soricty’s economy as a result ol price changes quite often 
persuade us to believe that it would he bolter for the sake 
of a steady economic life that the value ol money was kept 
as constant as possible. The industrial conflicts that 
emerge, when entrepreneurs’ incomes rise hut the labourers 
arc paid the same old amounts, bring about a nun a I 
degradation of the people sometimes and at ol liens they 
n cate conditions which might help lo bring down the 
existing economic structure of the society itself. 

The growing demand of the people for thrir own 
government to assume greater and greater responsibi¬ 
lities for economic affairs, is to no mean an extent associa¬ 
ted with this situation, hack of coordination in the 
activities of enterprisers leads to a chaotic movement of 
money incomes and prices and briugs ail such situations to 

{ >ass. When the government takes up greater economic, 
unctions itself the chaos would have been minimised 
or at any rate brought down a bit. This, at least, is one of 
the opinions and a vital opinion also in the debating over 
fluctuating prices. 
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VALUE OF MONEY ( Continued ) 

Tjil Quantity Theory op Money 

Hiitomal badyound*. Economists for a long time past 
have been conscious of some relationship between money on 
the one side and pines of goods and servires oh the oilier. 
Of what nature thi. ii lalionship is they are yet not completely 
agreed about. Bui a majority of economists of whom Fisher 
is the chiet, has held the \iew that this relationship is such 
that whe n the quantity of money in rimilation is increased 
jjtlier things remain ing the same the value of mon ey d ecreases 
or when the quantity of money in calculation is decreased, 
uiKadhiii^ remaining tig:, fi fln p the value of money in¬ 
creases. This is what is commonly drsciibed as the quantity 
theory ol money. 

The earlier .<nd eiudi i foims ol the quantity theory did 
not rtcognise the iinpniLance ol the fact of money circulation. 
To them cju intity ol money in itsell was a sufficient determinant 
of the puce level. If this quantity increased prices went 
down; ii it dm eased prices went up and so on. But soon 
it came to he icahsed that prices would he determined by 
money tliat ciiculates lather than by money that is under¬ 
ground. Mill said, ‘‘II the whole money in ciuulalion was 
doubled pi ices would be doubled. 11 it was only increased 
oue-fourtii, prices would rise one-fourth.' Thus iccogiiilion 
ol the lact of money emulation gradually emerged till it has 
rome to be almost indispensable today in the explanations 
ol (lie modern version of the quantity theoiy. 

1 hi leason why the lad ol ciic ulaluiu ol money is ini- 
j ortant is obvious enough. 11 one unit ol money passes hands 
ten times it would inn ease demand loi goods by the same 
number As soon as a iuper is got want is felt to spend it on 
something. And evciy time that this rupee goes into a hand 

* This analysis follows l’iof. Chandlei’s analysis in his book entitled 
‘Intioc'uctionto Monetary lhrory’. 



FUNDAMENTALS OF ECONOMICS 


516 

every time such a want arises so that a person who gets this 
rupee ten times feels ten times the demand that he would 
feel if he got this rupee once only. This increase in demand 
is in evidence when the same rupee passes on between ten 
persons. For then each one feels a demand to the extent 
of a rupee and so the total demand becomes ten times that 
which would have been felt had the rupee remained with 
the same person only. This increase in demand naturally 
aftccts prices. And so the fact of circulation of money— 
the number of times that it passes hands cannot be 
neglected. 

The modern version of the quntit y^ theory of money 
is, therefore, Based on three fa£[Qri*; (a) the -~qu;iniily 
of money (b) the number of times money circulates or 
which is the same thing the velocity of rircnlntatf^'.imm 0 )' 
and (c) the amount of goods and services that are to be 
bought and sold in the market. It must be remembered 
that the modern version of the quantity theory of money 
does not state that price level changes with changes in the 
quantity of money only; it may change with changes in 
velocity of circulation or with changes in both quantity 
and velocity at the same time. 

What now is this modern version i* Two approaches 
have been made under the same label—the quantity 
theory—for explaining money value. They are ) Transac¬ 
tions Approach and the ( 2 ) Cash Balance Approach. Wc 
have thus two varieties of the modern version of the quantity 
theory of money, one known as the Transactions type of 
quantity theory and the other the Cash-balance type. 

Wc take up the Transactions type of the quantity theory 
ill st. According to this type, value of money rhanges, 
other things remaining the same, with changes in the cash 
transactions of the people. If the cash transactions of society 
rise, value of money goes down, the price level goes up; money 

E urchases less goods and services than before. The opposite 
appens when cash transactions have gone down. 

Cash transactions refer to the purchases that arc done 
with the help of cash or money. Suppose that some 
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society happens to possess five linits of money only. And 
each unit of money passes hands ten times, so that it can 
help men to do ten transactions. Then the total cash 
transactions in the society would be 5 x 10 = 50 , and it 
is with these that society would purchase its total goods 
and services. It is obvious enough that the income of the 
society from the sale of its goods and services must be 
the same which men ofthat society offer in the purchase of 
them. And so 50 should be the total income from the sale 
of the society’s goods and services also. But this can be so 
when the average price of unit or the goods and services 
sold or traded is surh that when it is multiplied by the total 
unit of goods and services the result is 50 . Or else sale 
proceeds would be different from what people have actually 
offered for the sales. 

Put in a generalised form, if at any given time a society 
possesses on the average M units of money, and V is the 
average velocity of circulation of each unit, so that MV 
represents total cash transactions; alsoagainif Tisthe total 
volume of society's goods and services traded in exchange 
for society’s cash transactions with P as ihe avrrage price 
per unit of T, then we would say that MV—PT in that 
society at that time. This is what monetary theorists 
icall an equation of exchange. It is with the help of 
this equation that they explain the quantity theory of 
money. In the long run, they say, an increase in the 
quantity of money causes an almost proportional increase in 
the price level. In the short run changes may not be pio- 
portional. 

Let us, for a moment, digress to analyse the various 
factors that might cause fluctuations in M, V and T at any 
time or which is the same thing let us see the factors on 
which M,V and T depend. 

M constituted of cash and bank deposits subject to 
check depends upon the following chief factors:— 

1 . The size of monetary base: 

(a) the size of the monetary gold stock; 
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fb) the amount of coins ami paper money issued by 
the Government. 

2 . The community's choice as to the relative amounts 
of rash and of checking deposit iliat it wishes to 
hold. 

3. The heigh I ol’ (lie ri tio between bank reserves and 
checking deposits. 

Monetary base is I lie fund out of which cash emerges 
either for circulation or for serving as a rrscrvr against 
which notes Or loken mines mif lit hr* issued. It should 
be clear ol itself that if this monetary base increases, quantity 
of money would also increase and vice versa. The most 
common form of monetary base is gold the slock of which 
inside a country depends on the country’s internal production 
of it and the position of export of gold. If gold slock is 
sufficient more cash in the form of standard and loken 
money including notes would be available for circulation. 

The next factor determining the quantity of money is 
the decision of the community itself as to how much Govern¬ 
ment money and how much bank money would it like 
to hold. If the community has decided io hold mole money 
there would be quite olten, a condition of inflation; if it 
has decided, to hold less money the quantity of money would 
go down, 

A third factor affecting the quantity of money avail¬ 
able is the ratio of bank reserves to bauk deposits. This factor 
has a potent influence on the supply of bank money. Each 
bank, every where, is asked that if its reserve requirements are 
X then it should not open deposits of more than a certain multi¬ 
ple of X. It might be asked, for example, that if 20 is what 
it is required to keep as reserve, then it should not open 
deposits above hundred, which is five times its reserve re¬ 
quirements. And so on. This can easily show that banks 
are prevented from opening limitless deposits and hence 
from issuing excessive amounts of bank money to the public. 
The temptation to offer loans at the time of brisk business 
might lead the bank to issue such excessive amounts; the 
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ratio between reserves and maximum deposits serves as a 
check upon this temptation. For then they cannot issue 
money beyond that limit where this ratio has been achir\ ed. 
The banks are, howevets, free to issue money below this ratio. 
Just what ratio there should exactly be between a bank's 
reserve requirements and its deposits, depends upon what the 
law or cuslom wants it to be. 

Next we come lo V. V depends upon the following chief 
factors : — 

(1) The stage of development of credit, and financial 
system and the community’s use of it. 

(2) The community 's habit as to saving and consuming 
its iiuonie. 

(*j) The conditions yf payments in the community. 

(4) The means of tiansport, and 

( r >) Population. 

A community with a good banking and credit system 
would be using money more freely than a community with 
no such system. Their would not be any such fear that if 
all moue) is spent loans would not be available. And velocity 
of circulation oi money would be naturally high. But the 
mere existence, however, of an advanced system of credit 
would not of itself increase velocity unless people make 
frequent use of the system. 

Velocity of circulation of money also depends to a consider¬ 
able extent on the lact whether the community is thrifty and 
wants to save more or would spend a greater part of its income 
011 consumption. Naturally enough, if people want to save 
more, they would not easily part with money, money 
would pass hands less frequently and its velocity of 
circulation would go down. The reverse will happen 
when people will be willing to consume more and hence 
easily part with money and money would pass hands more 
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Also important in connection with this velocity is the 
system of payments in the community. If payments are made 
regularly, people will spend money more freely than if they 
are paid in an irregular manner. If a labourer is not sure of 
whether he would get his next wages after a week or a month, 
he would naturally like to spend money with great caution 
but if he is sure of his payment after a week or a month, he 
may not be as cautions. And then the velocity of circulation 
of money owing to free expenditures would naturally inerrase. 
Again if the labourer, even when paid regularly, gets wages 
on a monthly basis, his expenditures would not be as frequent 
as they would be if he is paid on a weekly basis only. The 
more frequent the payment, the more frequent the expenditure 
and hence the greater the velocity of the circulation ofmoney. 

Velocity of circulation of money would be affected by 
means of transportation also. If a coin readies Bombay, 
Calcutta and Madras, it would pass greater number of hands 
than if it reached Bombay only, assuming lor a moment 
that each or these cities has ihe same volume of business 
population. Thus velocity of circulation of a unit of money 
depends upon the ease with which it can travel throughout 
the community. 

Population affects velocity in the sense that if a greater 
number of people be there, monry would pass more hands 
than if the number is small. A greater population would 
increase the velority of circulation of mone) ; a smaller po¬ 
pulation would tend to decrease it. 

Next wc come to the factors behind 7. T depends on the 
following chief factors:— 

(1 ) Population and the natural resources of the com¬ 
munity. 

(2 ) The extent to which the factors of production happen 
to be employed. 

(3) The business structure of the community. 

(4) The extent of barter. 
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If population is great, manpower would be great and with 
an adequate amount of natural resources, it would be possible 
for the community to maintain a fairly high degree of the 
production of goods and services. The reverse will happen 
if the population is small and the natural resources too are in¬ 
sufficient. The natural resources here also include the amount 
of capital equipment and the state of technical knowledge 
in the community. 

The chances for the physical volume of trade in goods 
and services being great or small depend also upon the limit 
to which the factors of production already happen to have 
been used. If a large amount of factors is yet lying idle, T 
will increase rapidly; if only few of them are available for 
production, 7 will increase but slightly and so on. 

The total \ohune of traded goods would be greater if 
there is large number of Iradris rather than if there is not. 
And this depends upon the structure of business in the com¬ 
munity. If the business is in the hands of a few monopolists, 
there will naturally be fewer traders and hence smaller trade; 
if business is spread up between a large number of people, 
T will generally expand. 

This digression has helped us to look into those ultimate 
factors on which changes in prire level actually depend. 
M is only a superficial factor, useful in so far as it condenses 
in a representative form all those factors on which it itself 
ultimately depends. 

The quantity theory maintains that in the long run 
when all adjustments have been made, price level changes 
in proportion to changes in the quantity of money. If the 
quantity of money is doubled, price-lc\el would be doubled, 
if the quantity of money is halved, price le\ el would be halved 
and so on. This happens because in the long run, V and T 
in our equation MV=PT are independent of changes in the 
quantity of money. As wc saw above they are mostly 
determined by factors which have nothing to do with the 
changes in the quantity of money at all. Naturally then 
when M becomes 2 M,V and T remaining unaffected, P must 
become 2 P in order that this equation might hold good i.e., 
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when M —llic quantity of money—is doubled, P the average 
i price of a unit of T, the lolal goods and services must become 
double too. 

But this analysis holds good for the long period only—a 
period iu which all adjustments of short period fluctuations 
have finally settled down. In fact even in the long period 
sometimes V and T might permanently change owing to 
violent fluctuations in them in the short period, causrd by 
changes in the money supply. But roughly speaking, it might 
hold good in the long period that J r and T are mostly inde¬ 
pendent of money supply. 

As '■aid above the modern version of thr quantity theory 
dncs.nnl deny the possibility of price level (hanging in greater 
or smaller propoition to the changes in the quantity of 
money in the short periods. We shall now see how these 
non-propoi tioual changes lake place. 

Let us first see what happens when the quantity of 
money is imleased. Assume that the members of society 
after weighing a number of considerations had decided 
to have A' amount of money with them. Now w’hrn money 
increases bevond .V, they have more money than they want, 
and they would naturally like to spend it. The demand for 
goods would inciease; so will increase the prices of them. 
Also when people are willing to spend money freely velocity 
of circulation increases. As prices increase, opinion grows 
that profits would increase and some people will spend 
money still more freely adding more to the velocity of circul- 
ldliou. Here on this side consumers fearing that prices 
might rise still Anther begin to purchase things for hoarding, 
thereby ini reusing their expenditures and with them the 
velocity of money circulation also. An increase iu the 
quantity of money, we can see, thus, might cause an enormous 
increase in the velocity of circulation. The total of cash 
transactions also rises enormously owing to the* increase 
in velocity. 

But whether this would cause a proportional increase 
in price level depends upon the movement of T i. e. the total 
volume of trade done with those cash transactions. If T 
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rises just as much as cash transactions have risen, the price- 
rise would be proportional; otherwise it would be non-pro¬ 
portional. The extent of the rise of T depends upon the 
amount of factors unemployed at the timeathe cash transac¬ 
tions arc shooting up owing to the enormous increase in the 
velocity of circulation. If a large number of idle factors 
exists, T might increase more rapidly than V; and the increase 
in price would be lower than the increase in M. If less idle 
factors exist, T might increase less rapidly than V and the 
increase in price would be higher than the increase in Af. 
The relation between '1 and the unemployed factors is 
obvious enough. Unless there arc factors to produce, how 
can production increase? And unless there is increased 
production how can the toial trade ot goods and services 
increase ? 

There is thus no automatic relationship between the 
increase of M and the increase of pi ices in the short period. 
Prices may increase in a smaller pioporliou in thr beginning 
when 7 increases more rapidly than l r owing to the avail¬ 
ability of unemployed factors. And they may increase in 
a greater pioporliou later when 7 rises less rapidly than 
I’ owing to a smaller availability of factors, a great 
partol'ihem having been used up in the beginning of the 
trade expansion. The recognition of the importance of 
V in the short period is indispensable for price expla¬ 
nation. Once an increase has been effected in the quantity 
of money, these arc the relative rates of iuoeasr in V and 
T that help to determine the price level in the short- 
period. 

When the quantity of money is decreased rather than 
increased the opposite process begins to work in the short 
period. Members of the community feci that they have less 
amount than X and they should sell more to increase their 
iucome^ and hence X. When supply of goods and services 
increases, demand remaining (lie same, prices begin to go 
down. Producers are not willing to spend money on Anther 
production. Consumers hold back their expenditures 
in expectation of further price decline. And so the velocity 
of circulation begins to go down. With every decrease 
in price there is a setback in this velocity and prices decline 
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further. The total gash transactions dwindle in amount, 
at first slowly but later fast. 

The exact*decline of prices would depend upon the 
relative movements, once M has been decreased by a certain 
amount, of V and T. If T increases faster than V, price 
decline would be less than proportional to the decline in M; 
if ^increases more slowly, it would be more than proportional 
to the decline in M. 

The Cash-balance type of quantity theory, the other 
approach to the price problem, connects the value ot money 
to the supply of and the demand for cash-balance in the 
community. This cash-balance is nothing but the quantity 
of money demanded by the members of the community for 
purposes of making their purchases over a certain period 
of lime. This cash balance is onlv another name for the 
quantity of money. And demand for and the supply of 
cash balancr means the s.inie tiling as the demand I'or and the 
supply of morn*). Value of money, say the theorists 
here, is determined by the supply of and the demand 
for money. 

It is an obvious fact that the demand for money has a 
meaning behind it only when we want to purchase goods 
and services with it. Money for its own sake is never 
demanded. And so the demand for money translates itself 
ultimately into a demand for goods and services that the 
community would be pruchasing with the demanded money. 
Once the amount of goods and services that the com¬ 
munity wants to hold has been decided, the demand for 
money would total up 1o that much amouut which can 
help the community to purchase the decided amouut of 
goods and services. If the community wants /V goods and 
services, its demand would be for that amount of money 
which would buy this X. When prices rise and money 
becomes weaker in its purchasing power, more money 
would be demanded to purchase X than before. When 
prices fall and money becomes stronge- in its pruchasing 
power, less money would be demanded to purchase X 
than before. The demand for money varies with the price 
level. 
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Here, however, price level was the cause and demand 
for money the effect. We have to proceed in such a manner 
that the demand lor money becomes the cause of price changes. 
Here we take then the changes in the demand lbr money 
independent of the price level and (hen study the effect 
of (hese changes on prices. 

Demand for money may change for any of these two 
reasons or bolh. It may change (i) owing to changes in 
the trade of goods, services and securities per unit of 
lime or (ii) owing to changes in the length of time for 
which the community demands rnou ey for making its pur¬ 
chases. The greater the volume ol goods to be traded, 
the greater, other things remaining the same, would be 
the demand for money. Also the greater the period of time 
for which the community wants to hold its money the 
greater will be its demand for it. A community which 
wants to spend money on a month to month basis would 
be demanding less money than one which wants to spend 
money on a two-monthly basis. It should be evideut that 
when money is demanded to be spent on a month to 
month basis, the expenditures would be more frequent 
and hence the velocity of circulation of money greater than 
when money is demanded on a two-monthly basis. Assum¬ 
ing A'to be the period for which money is demanded, the 
greatrr is A", the smaller is V and vice versa. Also 
the greater is K , the greater is the demand lor money. 
The demand for money varies directly, whereas the velocity 
of circulation of money varies inversely, with A\ 

Suppose now that M is the total •quantity of money 
supply in the society, P the average pricr per unit of 7, the 
total trade in goods and services per year and K the length 
of time for which money is demanded. Then PT would 
represent demand for money Tor an entire year and PT. K or 
PTK would represent the demand for money for the period K 
[K being expressed in terms of years. Generally, however, 
K is only a small fraction being equal to a few weeks or 
months of a year). The supply of mouey is M ; the 
demand for money is PKT. The value of money at the 
point of equilibrium would be such as to equate supply' and 
demand. 
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And so at the point of equilibrium 

A/-PAT 

Pi ii e P may change eithei because of a change in M or 
in AT. AT represents the goods and servires for which the 
community in question demands money for a period K. 
The demand foi money Vvould vary directly with AT. Thus 
AT is an indication of the behaviour of the deni xml for money 
in the community. Pi ice, thus, may change either with <i 
change in the demand for money oi in the supply of it, with 
a change in AT or M. 

We saw above that when A’ inurascs, V deeieases and 
vice versa. We can, therefore, say that K - l jV. If we substi¬ 
tute ljV lor K in the above equation we get 

M-P.ljV.T 

OI MV PI 

whhh is the same equation as the transactions type ol 
q, anility theory uses for its analysis. This is one ol the many 
proofs that show that hotli the transactions as well as the 
cash balance types o( the quantity thcoiy talk of the same 
thing under dillercnt labels. 

Now we take up a slight elaboiation ol the cash-balance 
theoiy. We lake up the effect ot supply of money first. When 
supply ol money iiuleases members ol the community feel 
that they have inoi* cash-balances than theii demand for 
them I we begin horn a position ol equilibiium where supply 
ol money (hr demand lor money). \nd they begin to spend 
money moie Ireely; their demand lor goods increases; prices 
rise till when the value of money lias gone down, the community 
begins to demand mote money lor the same amount of goods 
and seiviues than before. The increase in money supply 
thus causes an increase in money demand also till both have 
become equal once again. 

When money supply is decreased, members of the commu¬ 
nity feel that they have a smaller amount ol money with them 
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than they want. And so they begin economising their expen¬ 
ditures; theii demands for many goods and the prices of those 
goods begin to show a downward trend. This increases the 
value of money, for the same amount of goods and services the 
community needs less money than before. And so the demand 
for money decreases till it becomes equal to the decreased 
money supply. 

But in both the cases referred to abo\c, if the demand 
for money, for any reason whatever does not change with 
changes in money supply, then price changes would be propo- 
portional to the money supply changes only. 

To come to the c hanges in the demand side when demand 
for money goes down because of changes either in 7 or in A’, 
lilt community feels that it has a surplus ovci the present 
supply which it should use up in purchasing goods and services; 
the expenditures of the people go up and prices rise till the 
purchasing power of the existing money supply is lowered 
to the level demanded by the community. The increase in 
the price level w c might observe here should be proportional 
to the decrease in the demand lor money, otherwise the same 
supply ofmonev as before would purchase less or more amount 
of goods than the community demands. And at the point of 
equilibrium such a situation is impossible. In (he interest 
ol equilibrium, therefore, when the supply of money does 
not change price increases 01 decreases must be pioporlional 
to the decreases or inei eases in the demand 1m money. We 
give no separate treatment to what would happen when demand 
for money increases for it is just the opposite of the earlier case. 

All this happens in the long urn. In periods of Iran sit ion, 
liuwe\rr, piiers may 01 may not be piopoilioual to changes 
in the supply of 01 the demand liir money. The extent 0 / price 
changes will depend upon the relative tnovcincnis of 7 and A’ 
(in the liaiisactions typo of quantity theory we saw that they 
depended upon the relative movements of Af, 7 and V). 
Sircc K l\V here, the analysis given in case of the earlier 
theory would apply here too with only that much difference 
which the relationship between K and V implies by assumption. 

The supporters of the cash-balance type of quantity 
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theory claim that their own explanation of the process by 
which money value is determined is superior to the cash tran¬ 
sactions approach because of two chief reasons. One is Uiat 
their theory is in harmony with the general theory of value 
which explains the determination of any value in Economics 
as a result of the interaction of the forces of supply and demand. 
The other reason lies in their connecting the problem of the 
valuation of money with the direct force of subjective valuation. 
Just what money would purchase does not depend on remote 
trade transactions but on the immediate decisions of human 
beings to have a certain amount of real income with them. 

We may not dispute the claims of these supporters but 
we can frankly tell them that the substance of what they talk 
about is essentially the same as the one which the “rash trans¬ 
actions” theorists too talk about. 

Savin 0 and Investment Theory 

To a good number of modern monetary economists 
this way of appioaching the problem of the \alue of money 
looks vague and unrealistic. What money buys does not 
depend upon the existence of a certain amount of cash or notes 
inside a society though that ton tnay be a factor in the total 
situation, but upon what the members of that society 
get as their income and what respective amounts out of 
that income the\ spend in purchasing their goods and 
services. The »aluc of mono, they say, is a function 
of the twin Ciders of money income and money expenditure 
of the society. 

The money income ol a society in any period is dclincd 
as the money iosIs of production incurred by that society 
in that period in producing its goods and services. If a certain 
society A spends T amount in producing '/‘goods and services 
in a period h\ then Twill be regarded as the money income 
of this society within the period of time K. The value of 7 
goods and services would affect the money income of the 
period immediately beyond period K or any other period 
after that lime, but it would not make any difference to the 
money income in period K in which T amount of goods and 
services have been produced. 
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Let us now see how this money income is disposed of. 
We assume that money income of the society A cannot be spent 
in the same period in which it is earned; it is spent in 
the succeeding period. And that is as it should be. 00 long 
as T is being produced, money costs in period K continue to 
be incurred and therefore the money income of that period 
continues to bft earned by the society. It is only when 
the society has finished or say just finished producing T amount 
of goods and services that it can form a definite and exact 
idea of its aggregate costs of production or of' its aggregate 
income. The idea of the disposal of its income can arise 
after ihe society has made itself sure of that income. Hence, 
it logically follows that money income of ihe period K can be 
disposed of only when that period is over. Earlier than that 
lime there would be no surety with regard to the money in¬ 
come itself. 

Now suppose that out of 7 amount of goods and services 
which the society has produced T x measures the total of con¬ 
sumption goods and services, and 7 a the total of production 
goods and services, so that t x plus T z equals 7‘. If now P x 
happens to be the price of T x , then P X T X is the equal of what 
the society spends out of its income Y upon the purchase of T x 
consumption goods and services. Similarly, if P t happens to 
be the price of then P t T t is the amount that the society 
spends out of its income Y on the purchase of 7" a production 
goods and services. Thus, the total amount that the society 
A spends upon the purrhase of T goods and services, consump¬ 
tion and production, out of its income I'is equal to P X T X plus 
P,T a . If one unit of T is priced at P in the market then PT 
is the measure of the Ic/tal expenditure of the society in pur¬ 
chasing T goods and services, but since P 1 l l plus P t l t is 
also a measure of the same expenditure we would say that 
PT equals P x 7", plus P{T 2 . 

Now, if .AT is the amount of money that is saved (these 
monetary economists define savings as Lhal part of income 
which is not spent on consumption goods and services), then 
Y minus N is obviously the amount of money that is used 
up in purchasing consumers’ goods and services. Hence. 

PT =r-#-\-P t T t or P-- 


34 n 



53® 


FUNDAMENTALS OF ECONOMICS 


Since T is the money cost of producting T goods and ser¬ 
vices, r/ris evidently the cost per unit of T which is the same 
thing as cost per unit of output produced by the society in tiic 
period K. 

We can see now Irom the equation ( a) that when 

V-/V7,, ' a \ a '-n 

so that P- y 


When TV </y ^ ’Vo i.c., 

thatP> J r 


<i positive quantity »o 


And uhen./V..'/’ a 7 a , 


y,-. a 

r 


:(). i.c., 



negative, making 


Now, /y a is the amount sjjcnt on pioduction goods and 
services and JV is the amount that is saved. Substituting words 
lor symbols in the above conclusions, if the entire amount 
saved equals the amoiml spent on producers’ goods and services, 
the price per unu ol 7 equals the cost per unit of 7. Theic 
will be no profit or loss and production will be in equilibrium. 
If the whole amount that is saved is not used up in purchasing 
producers’ goods and services but only a part, then, the amount 
spent on producers’ goods and services will be less than the 
total amount saved. The price per unit of T will be less than 
the cost per unit and therr will be losses. The output will 
have a tendency to contract, till costs of production in succee¬ 
ding periods have also gone down and the disparity between 

E rices and rosts has been gradually eliminated and cquili- 
rium restored. 

The reverse is the ease when the society spends on pio¬ 
duction goods aud services more than what it has been able 
to save. Price per unit of T will then be greater than the 
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cost .per unit of T. There will be profits, output will have a 
tendency to expand till costs of production in succeeding 
periods have also risen and/hc disparity between prices and 
costs is gradually eliminated and equilibrium again restored. 
Calling the expenditure on producers’ goods and services by 
the name of investment we can state our findings above as 
depending upon the relationship of savings of the community 
to its investments. When savings arc equal to investment, 
equilibrium obtains, prices continue unchanged and the system 
moves smoothly. When the disparity between them comes 
in evidence disequilibrium begins, prices changes and in¬ 
comes or costs of production change too in the succeeding 
periods, letting loose forces tending to establish fresh equili¬ 
brium. 

The value of money thus rests upon savings and invest¬ 
ment which air both the outcome of and also the causative 
force behind the fluctuations in the money income of the people. 
In the periods of boom, investments outstrip savings and 
prices rise : the opposite happens in periods of depression. 

The explanation offered by the Quantity Theorists that 
prices rise in pioportion to the quantity of money applies 
cliielly to the long period analysis. Booms and depressions 
form short period economies. Despite a great quantity of 
money being there during a depression prices do not rise; 
for the velocity of money, perhaps, falls considerably. 

The point however, is not whether Quantity Theory 
does not apply to a phenomenon which it was never its in¬ 
tention to explain. It is whether it makes statements which 
are in thcmselvi s wrong. And thus examined the quantity 
theory must romr out triumphant; for prices do change in 
the long period in the samr proportion in which the quantity 
or money has changed. 

The modern theory may be right in its own statements 
regarding prices. But it is not right in being critical of the 
quantity theory of money ou the score of its being inappli¬ 
cable to all cases. What good is served by fencing with ghosts ? 
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GOLD STANDARD 

l?t*iore we examine the import an l problem of the Gold 
Standard, let us consider coinage and the problem associated 
with it. 

Under coinage we study the various methods by which 
the substance chosen as money is rendered into that form 
or shape which is easily recongnisable by people as money. 
Or in other words, taking an example, it means how a rupee 
is so made to appear that it is generally recognised as a rupee. 

The fust problem that arises in coinage is to decide 
as to what should be the proportion of the precious metal in 
the alloy which is to compose the coin. There are two impor¬ 
tant practical reasons which make it very difficult to have 
coins made out of pure metal. 

(a) It is chemically very difficult to produce pure metal. 
Even if this is obtained it will be at a very high cost, a circums¬ 
tance which will entail other problems of considerable in¬ 
tricacy. 

(b) An admixture of other baser metals is necessary 
to harden the coin, so that it could bear the rough handling 
of circulation. Besides a certain degree of hardness is essential 
to avoid abrasion of the coin (the loss of metal due to wear 
and tear in use) when in use. 

Thus it seems necessary to alloy the pure metal with 
baser metals to produce the desired result. In what proportion 
the metals are to be compounded is a question which has to 
be decided. This will be done by the Government concerned, 
with reference to a scries of circumstances that exist in the 
country. Once the proportion is fixed it is maintained 
until the Government desires that it should be changed. 

The next question that arises in this connection concerns 
the expenses involved in the rendering of metals into coins. 
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The manufacture qf the coins in the mint requires a certain 
amount of expenditure. This expenditure is defrayed by 
the Government. Thus the coins when ready should not 
only value the woilh of the metal in it but also the expendi¬ 
ture incurred for manufacturing them. In order to defray 
these expenditures, therefore, some Governments take out a 
ccitain percentage of the gold or silver from ihc bullion (coual 
to the actual expenses inrurred) before rendering them into 
coins, as a t hurge for the manufacture. This is called ‘ Biassage ’. 

The olhei method followed is oue in which the mint 
manufactures coins freely. This is cailed gialuitous coinage. 
The argument behind this is that like other services provided 
by the Government, lor public benefit, this also should be 
provided on tin* arc mint of the tieasury of the Government. 

Sometimes lio\vc\c ”, ilu* ten epunents do not only charge 
for the expenses .u lulls iucumd in manufic lining coins, but 
a liltle more which is of the nature of a tax and is lesied due 
to the monopoly held bj the Government for manufacturing 
• oins. I’ll is i-, railed \S<ignwagf’. 

(ht'shom's Low 

We liaxr made reference before to the wear and tear 
of coins, clue lo what is technically called abrasion. After 
sometime of circulation, coins generally lose certain part of 
their weight because of constant rubbing against all kinds 
of rough surfaces. The result is that in comparison lo new 
c oins the old ones become underweight and therefore of less 
intrinsic' value. Again if coins of two metals say gold and 
silver are circulating side by side and on aecounl of some reasons 
the price of gold rises in comparison to silver, then if the fixed 
ratio between the price of silver and gold coins remains the same 
and do not change arcording to the change in the value of 
gold, the intrinsic worth of the gold coin becomes much more 
than is evidenced by the relation between the values of the two 
coins. In such conditions people are likely to hoard the more 
valublc coins or to employ it for some profitable purpose, 
either by melting it and then selling in>r by some other kind 
of speculation. The result in any case is that the more valu¬ 
able roin is driven out of circulation. Sir Thomas Gresham 
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at the end of the 16th century in England perceived this ten¬ 
dency, because at lhat time due to the debasement (i.e. lower¬ 
ing of the metal content of the roin) of the coin by Henry 
VIII and others, two types of coin were circulating at the 
same time. He studied the tendenry and then propounded 
a law, which i& now' known as Gresham’s Law. This law 
stales that when two sorts of money arc circulating together, 
the inferior will drive out and replace the better. An example 
of the application of this law rould be easily taken from the 
early years of the World War 11 when all coins suddenly became 
scarce in India. On account of insecurity felt by the people 
caused by the presence of Japanese on our boundaries and 
the consequent fear that the Government might collapse, the 
value of paper money became much less in the minds of the 
people than that of coins which evidently possessed some 1 
intrinsic value. Thr icsult was that coins were extensively 
hoarded. Paper monev which was being considered inferior 
drove the coins out of the maikcl. One thing inoie has to be 
Kept in mind about this law, and that is that the law has a 
gicater tendency to operate when thr i urrency available is in 
excess of what is really inquired by the level of production. 
Tn other words it is likely to apply more under conditions of 
inflation than under conditions of deflations. The reason 
lor' (Tils' is evident. In deflationary condition, any hoarding 
of money will deflate the currency further which in turn will 
depress the pi ires to a greater extent and thus bring about 
a fall in the general level of production as well a-' emplos incut. 
'Plus latter will therefore act as a < herk on any with holding 
of money. Under inflationary conditions on the other hand, 
any attempt at reducing the amount of rurrenry in circu¬ 
lation W'ill produce a desiiable effect inasmuch as it will 
deflate the bleated pi it rs. 

Let us now turn to the examination of Gold Standard. 
Our first step in this direction must be to have a dear idea 
as to what is standard, or to be precise, what is a monetary 
standard. 

Money is commonly defined as anything which is gene¬ 
rally acceptable as a medium or im aus of exchange. Wc can 
easily pick holes iu a definition of this nature, but for our pre¬ 
sent purpose wc will consider it as broadly correct and accept- 
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able. In order to fulfil the purpose of a means of exchange a 
suitable commodity is generally chosen. When such a commo¬ 
dity is chosen and becomes generally acceptable by the people. 
\\lu> agree to use it as a common medium of exchange as well 
as measure of value, this commodity becomes the standard. 
(Jenerally the commodity chosen has been a precious,metal 
and thr economists have gone so far as to immEcTa"metallic 
eurrenry with something of a moral prinriple as if honest 
dealing would be impossible without it. The metal chosen 
generally is either gold or silver. Most of the western nations 
those gold, while countries in the East like China chose 
silver, as their standard. The most important, however, 
from an international point of view is the gold standard. We 
will now discuss wlial gold standard is and how does it work. 

The gold standard basically is a device to maintain the 
.liability of the exchange rates. Its foundation is the tying 
up t>r the value of the mouetaiy unit with the value of gold 
by Itxing the price of gold. Since gold is a commodity with 
a world market, it lias a world value, ami therefore a standard 
based on gold gives to thr monetary units a world value. 
This in a mil-shell is the description of the gold standard, 
but we must go into further detail to comprehend its full 
significance. 

We have said that the gold standard is a device to 
maintain the stability of exchange rates. This is likely to 
give us the notion that the gold standard was invented after 
considerable study for this purpose. As a matter of fact 
there are some enthusiastic supporters of the gold standard 
who would make us believe so. But, in reality, the gold 
standard was not invented by any body for any purpose. 
11 grew naturally out of the historical evolution of money. 
Originally coins were the only currency and they were for 
practical reason composed of metals. In the course of time 
gold for some very good mechanical and chemical reasons 
became the dominant metal. Then after the lapse of some 
more time paper currency grew out of the metallic coins. The 
first step towards the modern complicated system was taken 
when paper eurrenry, which was like I. O. Us of the bankers 
was made convertible into gold. This was necessary to inspire 
confidence in the currency. Afterwards, there was the gradual 
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evolution of bank deposits and cheques, which too in their 
original stages were fully convertible into gold again for the 
important purpose of making people feel confident about 
them. Originally bank-notes and bank deposits formed a 
small part o T the total currency, but gradually they grew to 
form the bulk of the currency. But as long as gold coins and 
paper money circulated together, the lattrr was fully con¬ 
vertible into gold, for otherwise, it would have been tanta¬ 
mount to having two sets ol money of different values circu¬ 
lating together. But since the time gold coins went out of 
circulation it is not necessary for bank-notes to be redeemable 
in gold. But it is as possible as ever as an uncxercised right. 
Now most of the currencies of the world are constituted en¬ 
tirely (except for subsidiary coins 1 of paper money \Viien 
this paper mone) is made frerl) interchangeable with gold m 
Gx^d ratio b y law, ilj^currency is said to be on gold standard. 
But this dcviriTbrmaking papn money convertible into Bold 
at fixed ratio is not an> one's invention, but the icstill of centu¬ 
ries of evolution. 

Before gofng further, let us ul this stage clarify the distinc¬ 
tion between the different types of gold standards. There 
are the following types of gold standards :— 

(1) The Full Gold Standard 

(2) The Gold Bullion Standard 

(3) The Gold Exrhangc Standard. 

Full Gold Standard : 

These three types or gold standard have roughly marked 
the various stages in the evolution of the Gold Standard, in 
a system of currency where gold coins form the entire currency 
in circulation or where they circulate equally with notes, so 
that the latter arc easily convertible into gold coins, the system 
is known as ‘full gold standard’. This was the form of the 
gold standard in the first stage of its evolution to its modern 
form. 

Gold Bullion Standard : 

fn the next stage, gold coins go out of circulation and 
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the entire current y is compost, d of Bank-notes and bank depo¬ 
sits. But the Central Bank under legal obligation is bound 
in convert all rurrcncy into gold at a fixed piicc and to an 
unlimited cxlrnl. The Bank cannot refuse to either buy or 
*i*ll gold in ochange of currency, at a fixed rate, regardless of 
the «.|iianiil> offered for sale or required to he purchased. 
When a ‘jstem of this nature exists, it is called the “Cold 
Bullion Stain laid”. 

(<oltl 1< uhnnti' *>l(indaui : 

In ill’s third stage in the development of the gold standard 
tin re is a fui tlier development in regard to ihr cun nicy in i irou- 
lation and gold. Hne the Bank is not legally obliged to 
i mivert runency into gold, as it is bound to do under the 
(fold Bullion 'muidard. But it is still legally obliged to redeem 
the currcnrs into some other uirrcncy which is comertible 
into gold. I he countrs which adopts llii* sj'tem is generally 
poor or small. It usually designates the rurrcncy of some 
laige gold standard country as the one in which its own cuir- 
emy will be ronverliblc at a fixed rate. Anyone desirous 
of getting his notes redeemed in gold will first get ii converted 
into the currenry of that other country and ihen through it 
into gold. This system is knwon as the ‘Gold Cxrhange 
Standard'. 

As will lie evident, there is one thing common 1o all 
these three forms, and that is ihr linkage with gold. Either 
the currency is diiecily linked with gold in volume oi value 
or it is linked with it Ihrough some other currency. This 
chaiae.ti i«. Ihnefme salient to any form of gold standard. 

I'linclms of Gold Standout: 

The gold stand aid has Iwo functions 

(1) It is a method Im controlling tin. volume of currenry. 

(n't It is a device to pmcive the 'lability of exchange 
rates. 

In every country there are some Cm miry Tjaws. This 
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laws stipulate that notes can be issued only if there is a 
certain backing of gold held in reserve against them. 
There are various proportions which vaiious count lies li\ 
in regard to the volume of gold to be held in reserve against 
thetn. There arc various propoilions which various countries 
fix in regard to'ilie volume of gold to be held in reserve against, 
the issue of notes. Tim e are not only di/lcient proportions, 
hut also different methods by u hit Ji this i elation is deter¬ 
mined. For example, the Jhilish System difTers from the 
American, in as much as the British provide for a fixed- 
fill uciary-issue system while the Amentaus follow a 
percentage-reserve system. In a hxecl fichuiary-issuc system 
a certain fixed amount of cuimicy notes ate allowed to be 
issued without an\ gold icservc, but any issue beyoud that 
fixed amount has to he braked himdnd pment by gold. 
Before the Wat broke out in lit S‘). the Bank of England could 
issue £ 100.000.1)00 witboul anv gold n smr. bu> 1m ,tn issue 
of every poinid over and abovi iHsil bad to (i tu o»u pound's 
worth «l gold in iis n aiu>. flu* \n»» i it ai* ^siem of pn- 
(emage-rescive is diilcien*. r tliu(‘ il» Fniiul Resetve 
Bank must possess gold m gold mliluaies to ilie extent of 
k*»tsl of tbeii total note issue. Time is also anotlm 
provision in the American system which makes it netessaiv 
ibr the Federal Reserve Bank to keep a iome ol 5 V,, against 
the deposit liabilities ol the Fedeial Restive Bank. These 
deposit liabilities ai e formed of the c ash deposi ts of the Mcmbei 
Banks of the Fedeial Bank. These deposits can br maintain! d 
either in gold o. notes. But i( they aie maintained in notes, 
then 40° r , barking ol gold has to be provided lot them, act Hi¬ 
ding to the cailiei stipulations of the American l«iw. These* 
two systems ate the most iinponaiil, although ‘nine countries 
follow slightly difleienl ..stuns. Most coninton, however, 
is the percentage reserve system. Bill, whatever system a 
eounlry follows one thing is common to.ill and that is that 
liability of the (Jential Bank to issue notes is limited. In no 
oircumslances, shoit of breaking the law ran any Sank issue 
more notes thaiy^s alloys cd by the gold holdings. It can, 
however, if it c hooseirissue less notes than the gold reserve 
allows. As a matter of (act most Banks issue less, keeping 
a part of iheii gold holidngs in reserve, foi emergencies. The 
important function that the gold standard thus performs is 
to keep a check on sudden and arbitrary increases in the 
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yplymr of currency, which if allowed would be very disruptive 
to the smooth running of the economy of anation. The. 
suspect of the Gold Standard which concerns itself with this 
function is generally called the ‘Domestic Gold Standard'. 
V\ r e will rrturn to an examination of this presently. 

The second function of the gold standard concerns 
itself with the preservation of sta bility in exchange rates. A 
country which is on the gold standard imposes upon its 
Central Bank the obligation of buying all gold offered to it 
and selling all gold demanded of it, in unlimited quantities. 
For example, before England went off the gold standard, 
the Bank of England was under legal obligation to buy gold 
at jfl-17s-9d and to sell it at/,!l-l7s-lUjd. per standard 
ounce. Thus the price of gold in the London Bullion market 
could fluctuate only within a range of lid, which for 
all praeliral purposes meant (hat the price of gold was 
lixed. Other countries had similar arrangements, fixing 
<1 iatio between an ounce ni gold and the unit of their 
currency, as well as the legal obligation of buying and 
selling an unlimited amouni at that fixed ratio. Tin* impli¬ 
cation of this is simple. If a ceriain amount of gold is wortlf 
a pound and the same amount ril gold is worih a certain 
number nf dollars then a pound will be equal in value to 
that number of dollars. Supposing e.g. ifjf’l is equal to 100 
grains of gold and the same amount of gold is equal to S4.5, 
then it is obvious that £1 is equal to $1.5. Now if the price 
of gold in terms or pounds is fixed ami the price of gold in 
terms of dollars is also fixed, then it stands to reason that 
the price of pounds it* trrms of dollars is also fixed. But since 
England and IT. S. A. are separated by time and spa e, 
both of which require money to overcome, the value of £ laud 
34.5 nia\ not be exactly equal. The Hi (Terence will be equal 
to the_ icist^of shipping £1 or J4.5 worth of gold between 
EnglawPaml America. This cost will include freight, 
insurance and loss of interest for the time taken. 
But the total cost is never likely to be very great. In 1925 
it was calculated to be 1^ rents for a pound’s wotih of 
gold. Supposing in our imaginary case the cost is 1 cent., 
the ‘mint parity’ between pound and dollar will then be 
/,! 34.51. Now if the exchange rate between pound and 

doliat falls in the market to say $4.3, it would hecome cheapcr 
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to buy gold in England than in America. It would be 
be easier to buy gold in England, ship it to America, pay 
1 cent as cost and sell it in America for $ 4*51. Similarly 
if the rale rose to $4.8 for £\, it would be cheaper to import 
gold from America. The points at which gold movement 
becomes profitable are called ' gold ex port poiiils’ and ‘gold 
import points’, ‘gold expm t point’bcin'g thepoint at which 
gold begins to be exported on a profitable basis, ‘gold import 
point’ being that point at which gold begins to be profitably 
imported. When the rale of cxrhaugc changes from £\ $4"5 

U) £\ - $4*3, it means that there is agrcitlei demandJor dollars 
t han*the supply. Under such conditions gold is bought from 
England, with the result that the excess demand for dollars 
is used up ; n buying gold in England. As soon as this extra 
demand is u‘cd up, equilibrium between demand and supply 
is reestablished in tin* varhcl and the rate of exchange reverts 
to the same level ni £ I '? 1.5. In a similai manner an 
import of gold limn AtivuVa will un- up the exha d< u..nd 
for pound if the rate changes to £ 1 $1*8 an 1 the 

equilibrium will be c"abfi bed again. The gold si.uid.ml 
thus provides a means b; which the exchange ialc> aie 
maintained at a stable level ihrmmh the mmcmcnl ol demad 
and supply of a eunencs in the cvhanre maiket. In ac tual 

{ irarticc the exchange late eannol hr maituaiurd at one fixed 
evel, but is allowed to fluctuate within a very sliml range 
of say about 1% . This is the range belwceti the ‘gold cpxort 
point’ and the ‘gold import point . This I"„ ol flue tuition 
is so small that it can be said lb t the gold slandaul stabilises 
tlic exchange rat" at one level. This second fimctii u ol 
the gold standard is generally nlenedio <s the Inuinatioinl 
Gold Standard. 

Those two functions of the gold standaid ate cli: linct, and 
even separable. A i out) try ran have a Domestic Gold Stand 
aril and yet give tij) Intimation.*! (mid Stand nd and vice versa. 
In 1931 when England went oil'the Gold Standard it was no 
longer under obligation to buy or soli gold at any price, but it 
continued to reguhnr tin volume of its enrnney according 
to the stipulations about maintaing a ceri.iin fixed reserve 
of gold. Similarly it is possible to be oIT the Domestic Gold 
Standard and keep the Inin national Gold Standard. Not 
duly is this possible it sometimes happens that the two fuur- 
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dons of the gold standard come in conflict. This happens 
when the gold reserve kept as a backingfor currency is needed 
for export. For overcoming such emergencies some coun¬ 
tries maintain two leserves, one for keeping, the other for 
export. 

Let us now examine the Domestic Hold Standard in 
greater detail. The purpose, as we have pointed out before, 
of the Domestic Gold Standard is to prevent any undue ex¬ 
pansion’oT llic'currency. The question that we will now 
examine is whether this purpose ol the Domestic Gold Standard 
is achieved by it or not. 

I. Firstly, is this the only way of keeping the currency in 
cheek? Why, for example, cannot the Government fix a 
certain limit for ihe issue of notes without any reference to a 
reserve of gold, as was done in France in 1914 and thus 
save a considerable amount of gold from lying idle? Or, 
which would be better, not to fix any limit, but let the authori¬ 
ties decide how much curicncy is rcquiicd at any rime. 
Inflation which it Irics to avoid is really not merely a function 
of the volume of currency. Expansion of currency is only 
a later phenomenon of inflation, so that when inflationary 
conditions have*been afool for sometime, it is useless to check 
them by forcing down the volume of currency for that would 
only produce worse results and will not help in warding off 
inflation. If authorities are trusted a o far as to be responsible 
for eherking inflation in time or for letting it slip in, why 
not let them be responsible for deciding the volume of i urrency 
in circulation ? The method will in no way be less efficient 
and will, as an advantage, be much less wasteful, because it 
will require no stock of gold to be constantly locked up in the 
vaults as a reserve. 

II. Actually the domestic gold standard docs not stabilise 
the volume of currency but only stabilises the ratio bet¬ 
ween gold reserve and . the amount of currency to be ‘issued. 
The volume of currency will remain stable when the 
volume of gold remains stable, but when the volume of 
gold itself fluctuates, the volume of currency will naturally 
br forced to fluctuate with it. Thus not the volume but 
the ratio between gold and currency is stabilised. It can how- 
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ever be maintained that though the gold in a country might 
fluctuate, yet the gold reserves of all the countries put together 
cannot fluctuate very much, because the output of gold in the 
whole world in a short period is likely to be only a fraction of the 
existing stock. This is, however, misleading. Fiistly beiause 
this applies to the total gold in all uses, while the monetary 
gold could be easily increased by the release of hoards by the 
capitalists. If this occurs without thcre'TicTng any extra pro¬ 
duction of gold, the volume of reserves will shoot up, thus 
requiring a corresponding change in the volume of currency. 
Secondly in an expanding progressive world, llieie must be an 
expanding supply of currcnry, and if the annual increase in 
the supply of gold is not sufficient to meet the annual increase 
in the demand for currency then there will be a discrepancy 
between the supply of currency and the demand for it and 
consequently a tendency loi either rising or falling prices. 
Stability w ill be lost. Thii illy a rise in the price of gold caused 
by a shortage in its supply and in its ielation to its demand, 
may release fon.es which would gicaily augment the supply 
of gold. This would happen in two ways. First the produc¬ 
tion of gold will increase due to the attraction of a high price __ 
and also due to the depreciation in currency, which will mean ’ 
lower wages to the miners and lower losts in general- 
So that, what might appear a shortage nijjold may actually 
turn out to be a surplus. This is wlmt happened in 1931. 
This would again impair stability. 

Thus we ha\ c seen that no counliy intending to achieve 
Stability fur curiency will sureccd il it only hxesaralio between 
gold and the volume ol i ur renc y. If the volume ol currency is to 
be successfully stabilised something will have to be done in 
respect to the conditions ol ujciqandfbr ^ supply nf gqy, The 
demand for gold is the dcmanoToi money (as long as gold 
reserves arc maintained), and the demand for money is also the 
demand for gold. The supply of gold is the existing stock plus 
every year’s production. Now if economi c progress is ®pre 
rapid than the increase in the supply of gold, then the demand 
Tor gold will exceed the supply of gold, and the value of gold 
will consequently rise. The value of gold will fall when the 
demand for gold falls short of the supply. Now as long as the 
value of gold is fixed by law, any change in it in the market will 
show itself through changes in the general pi ice-level. One of 
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two ways can be employed to remedy this. 

[a) Either the supply of gold can be made to keep up 
with the changes in the demand ol gold so that the equili¬ 
brium is maintained aud no fluctuations in the value of 
gold lake place. 

or (bj if, the supply cannot be controlled in this manner 
so that (he value o( gold must fluctuate, then this fluctuation 
should be allowed to show itscll in the price of .gold and not 
in the price of everything except gold. Thus all those plans 
which' try to remedy the defects of the gold standard cndca- 
\ our to do so on one of these two lines. There arc many such 
plans. We will examine a few of them; 

t, 1) The first plan aims at controlling the supply of gold. 
This can obviously be done only on an international level. 
But physically, it is impossible to keep the production of gold 
under control. So what has been suggested is to establish 
an international body, whirh would hold all the reserves of 
all the central banks in the world and in place of them issue 
to the various central banks ‘gold certificates' which would 
be held by them as their reserves and which would be trans¬ 
ferred Iron) one bank to anolhei in place of actual transfer 
of gold. This would make it possible for the international 
body to issue more or less certificate than the gold it holds 
ami thus control the supply of gold Tor monetary purposes. 
But as will be evident this scheme can solve the difficulty of 
ajdiorlage of gold, but it will not successfully solve the other 
problem of an excess of gold supply. 

(2) Another scheme endeavours to change the price 
of gold in accordance with the changes in its value, ll 
states that when the price-level changes by say 2 %, it 
means that there has been an equivalent change in the 
value of gold. A fall of 2 % in price-level is equivalent 
to a rise of 2 % in the value of gold. So that when 
prices fall by 2 %, they could be brought back to the 
original level by an increase in the price of gold by 2 %. 
The idea behind this plan is to let, tlic changes in the value 
of gold affect the price of gold alone and not the prices of 
everything else. 
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This plan is simple and appealing but in operation it 
has one great difficulty to face. It assumes that changes 
iu price level arc directly related with the value of gold. 
There is no doubt that a fall in prices is the same thing as 
an increase in the value of gold, but it cannot be said that the 
rise iu the value of gold is the cause of the fall in prices. 
The prices rise and fall due to a number of complex causes 
related with Savings and Investment. Thus a'plan which 
intends to rectify every change in the price-level by an 
adjustment of the price of gold is not likely to hit the nail 
on the head, specially in the short- period when changes 
in prices have nothing lo do with the supply of money. 'I lie 
“commodity dollar” plan adopted by America was of this 
type and it failed due to the difficulty we have just cited. 

(3) Another plan of long standing is bimetallism, 
which provides for the use of both silver and gold as monetary 
standard together. Under this plan currencies are to be con¬ 
vertible into either gold or silver at fixed rates. The 
minimum reserve against the issue of currency could consist of 
cither gold or silver. As will Ik* obvious this plau aims at 
overcoming the difficulty of shortage of gold supply. There 
is no doubt that it will solve that difficulty, but there are other 
serious obstacles in the way of its operation, which have lo 
be seriously considered. 

(a) The ratio which it must IK between gold and silver 
cannot be maintained at a fi xed level, because each uT these 
metals is subject to cntitcly imlepfiiuTehl conditions of dunaml 
and supply, lr it is maintained at that fixed level, the result 
will be that one metal will be over-valued and the other undci- 
valued. If one country is following the bimetallic system 
and if according lo the fixed ratio silver happens to be chcapct 
than in the rest of the world all the countries would buy silver 
from this country, until it is completely drained of all silver. 
The same will be the fate of gold if it is cheaper than in other 
places of the world. But if bimetallism was followed liy the 
whole world this difficulty will be obviated. Another, diffi¬ 
culty will, however, be created. 

(b) At any time due to a fixed link between the two 
metals it will be profitable lo mine one metal in comparison 
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with the other. The supply of one metal will then relatively 
increase, with consequent effect on its price. 

(c) Besides, bimetallism does not secure that the currency 
is based on both silver and gold, but that it is based on either 
gold or silver, which is quite different from its being based 
on both together. Being based oil gold and silver it is doubtful 
whether it will be, to any extent, different from the currency 
based on one metal only, at least inasmuch as stability is 
concerned. Forces which arc disruptive of stability when 
the currency is based on gold alone will be equally operative 
when it is based on both gold and silver separately. 

It was with an aim to overcome these obstacles that 
Marshall proposed “ \ymmelallism ”. Under this system the 
i urrcncy will be convertible not into gold or silver, but gold 
and silver, possibly combined in an amalgam. The Central 
Bank will be obliged to buy and sell this combination and not 
gold and silver separately. The proportion in which the 
two metals will be combined will be determined by the authori¬ 
ties concerned. The reserve will also be maintained in this 
combination. This arrangement will allow the relative price 
of gold and silver to change freely, provided their conmbined 
price remained the same. Such an arrangement will, there¬ 
fore, utilise the supplies of both gold and silver, without having 
to maintain a rigid link in the prices of both the metals. This 
arrangement will certainly be better than gold standard as 
long as there is a shortage of gold, but it would fee helpless 
against an excess of gold lbr it has no provision against such 
an eventuality. 

We have discussed individually all the various plans 
and pointed out the defects in each one of them. As a whole 
they arc all based on one belief and that is that trade cycles 
are caused by fluctuations in the quantity of money, so that 
if the quantity of money could be kept under control, the 
trade cycles could be controlled. This belief is, however, 
erroneous. It neglects so many other factors which are causal 
to booms and depressions. There is no doubt that depression 
may be brought about by a shortage of the supply of money, 
but this is not the only cause which will bring it about. 
Moreover when we talk of reduction of currency, (which is 
35 fc 
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all we can accomplish through any of the plans discussed 
above), we do not necessarily talk of reduction of money. 
We certainly imply that, but in fact this may not happen. 
It is possible at any time that the currency may be increased 
and yet the volume of money may be reduced, or \icc versa. 
For example, if in a depression when there is a fall in the 
quantity of currency, thefc is also a distrust of the banks. 
People will seek to hold with themselves a larger proportion 
of tnc total quantity of money with the result that the value 
of currency m circulation will rise, Thus it seems evident that 
no plan or scheme whose sole aim is to 1 ontrol the quantity 
of currecncy will promote general monetary or economic 
stability because these are dependent upon a variety of 
complicated causes. 

Thus the Domestic Gold Standard with all the altera¬ 
tions and variations suggested in it, does not seem to serve 
the purpose for which it is intended. The only purpose 
which it seems to fulfil is to provide a hind ofmj. atmosphere 
of security. The fact that the people know that the currency 
is backed by a reserve of gold makes them more t onlidcnt 
in it. Gradually as in England the gold backing is being 
reduced to almost nothing. As soon as the people realise 
that for good money it is not necessary that it should either 
be gold or backed by gold, 1 he Domestic Gold Standard will 
die a natural death. 

Inhrnatimal Gold Staudmd: 

Let us now turn to the other function of the Gold 
Standard, that of maintaining stability in the exchange rates. 
This function is generally concerned with the International 
Gold Standard. The method by which the stability of exchange 
rate is maintained has already been explained. Whenever 
there is excess demand of a currency in the exchange-market, 
it is shunted from the foreign exchange market to the gold 
market. This is possible only on the assurance that gold is 
available in the gold market at a fixed price. If this assurance 
was not there, then no one will be willing to leave ihe foreign 
exchange market for the gold market. This assurance is 
provided by the free convertibility of money into gold and of 
gold into money. Thus without this free convertibility, no 
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stability of exchange rate can be maintained. The pro¬ 
blem of stability of exchange rates then becomes the problem 
erf mai ntaining convertibility. 

This convertibility can be maintained if the gap bet¬ 
ween the demand for and supply of a currency is not allowed 
to become loo large or too persistent. If this unbalance 
in transaction is large and persistent, one country will have 
to keep on exporting and the other importing gold. The 
disadvantages of both these positions are such that no country 
will like to be in such a situation. Thus gold movements 
can rectify only temporary dislocations in the demand and 
supply of a currency. 

Now if this is to be accomplished the International 
Gold Standard must have a set of devices by which any dis¬ 
equilibrium between supply and demand for a currency is 
immediately corrected. The demand for and supply of a 
country’s currency depends upon the prices and costs in that 
country and prices and costs in other countries. If the prices 
in a country A are higher than the prices in another country 
B, the demand for A’s currency will fall off and the supply of 
it will increase. If A is on gold standard, this will mean an 
outflow of gold from A to B. On the other hand if the prices 
in A were to be comparatively lower than the prices in B, 
there would be an inflow of gold into A. Now in either 
rase the outflow or the inflow will continue until the prices 
in the country concerned are bi ought back to a relative equa¬ 
lity to the prices of the rest of the world. Since it is not possible 
for any, country to allow an outflow of gold or an inflow of gold 
indefinitely, it becomes necessary to devise a means for securing 
a fall in prices when gold is flowing out, and a rise in prices 
when gold is flowing in. 

But prices cannot be made to fall or rise in a short period 
of time. Therefore it also becomes necessary to find out 
means which will conti ol to a certain extent the movement 
of gold till prices tan be materially changed. This can be 
done through movements of capital. The influence of capital 
movement cannot be permanent, but in the short period 
it is effective. 
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Both these* objects of capital movement and changing 
of the price-level can be affected through the control ol’ credit 
and thr Bank Rate. If there is an outflow of gold, prices 
must be brought down in the long run and in the short period 
capital must be attracted into the country* If the Bank Rate 
is increased and credit restricted both these objectives will 
be achieved. With a higher Bank Rate funds invested out¬ 
side will be attracted and also other countries will Imd it 
more profitable to invest in a country willt a higher bank 
rate. The demand for the currency will rise thus stopping 
the outflow of capital. Another consequence of an increase 
of Bank Rate will be that the rate of interest generally in the 
country will rise. This phenomenon will be a great deterring 
factor to foreign borrowers. Thus the amount of money 
borrowed by foreigners will fall, reducing as a consequence the 
outflow of capital. 

Similarly a rise in the Bank Rate will reduce Invest¬ 
ment and stimulate savings, a reduction in Investment 
will tend to bring down the prices. The converse will be 
equally true. A reduction in the Bank Rate will by increa¬ 
sing Investment make for a rise in prices. People borrow for 
investment only when they are sure that the profits obtain¬ 
able from the investment will at least exrced the rate of 
interest to be paid on the loan, if the Bank Rate is high it 
will deter many borrowers, w'ho will not be willing to take 
the risk of investment, because of the uncertainty of obtaining 
a higher profit than the Bank Rate. The total amount of 
investment will therefore lia\c a tendency to diminish. 
A fall in investment will mean an increase in savings. When 
savings increase there will be a decrease in demand and 
also a tendency for the level of activity to fall. Due to 
these factors prices will also tend to fall. Conversely, due 
to an increase in investment, when Bank Rate is low, 
prices will rise. 

Thus we can now sa>, that a reduction in Bank Rate and 
restriction of credits will produce the following three 
results: 

(1) increase iu the inflow of capital, which in 
other words would mean an increase in the 
demand for the currency. 
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(2) decrease in the loans to foreigners, which 
would mean decrease in the supply of currency 
going-into the exchange market. 

(3) a fall in price. 

Conversely a reduction in Bank Rate and expansion 
of credit will mean outflow of' short-term capital, increase in 
foreign lending and a rise in prices. Thus the golden rule 
of the Gold Standard is: expand credit when gold is coming 
in; contract credit when gold is going out. 

This is a bare outline of how the International Gold 
Standard operates in practice. It must be, however, borne 
in mind that the International Gold Standard ran work 
harmoniously in the way described, only under ‘normal’ 
conditions—if e.g. while the Bank Rate is uicrcasccT in 
England and short-term capital is expected to follow in, 
there is a feeling among other countries that a crisis is about 
1o precipitate in Engalnd. This feeling will hamper all 
movement of capital into England in spite of the attractive 
conditions. As a matter of fact this feeling may be so strong, 
that there might be a stampede to withdraw capital from 
England. Opposite lo whatever expected will therefore 
result. This is precisely the reason why the Gold Standard 
functioned smoothly until 1914; and since then due lo 
unforeseen circumstances and the increased uncertainty and 
stress on the monetary system of every country, the Inter¬ 
national Gold Standard has failed to function properly. 
As a matter of fact the* problems now facing the world arc 
not the ones which can be easily solved by the application 
of the golden rule. Though it has tried and still endeavours 
to maintain the stability of exchange rate, it cannot do 
anything about the periodic swings of Over-Investment and 
under-investment, of inflation and deflation. In the 19th 
century this defect was not very serious berause the price 
movements were neither large nor sudden, but in the modern 
world the conditions arc completely different. The 
instabilities of the monetary systems arc so great that each 
country is concerned chiefly' to maintain the stability in 
this sphere even at the cost of instability in the foreign 
exchanges. 
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When a rupee is paid to an Indian merchant in exchange 
for the goods and services bought from him, he would readily 
accept it for it is a legal tender and passes from hand to hand 
without difficulty. But when a rupee is paid to an English 
merchant in exchange for his goods and services, he would 
refuse to accept il as he could not with that rupee buy anything 
in his country. A different currency, viz., the £ is in use there. 
This fact of the non-acceptance of the Indian rupee by an Eng¬ 
lish merchant, however, does not prevent an Indian from 
buying goods in England; it only makes less simple the problem 
of payment. The Indian merchant will have to get liis rupees 
exchanged for a certain number of first and then pass these 
on to the English merchant. Foreign exchange refers to the 
fact of paying the foreigner certain amount of one’s own cur¬ 
rency after it has been exchanged into the currency or the 
foreigner. The precise meaning of the term “foreign exchange”, 
however, varies with the context in which it is used. If we 
say that India needs today such and such amount of foreign 
exchange to buy capital abroad, we mean by it the amount 
of foreign currency that India would like to exchange for her 
own currency for foreign payments. If we say that the foreign 
exchanges of India have not been widely fluctuating for some 
time past, we mean that the rates of exchange between the 
rupee and the foreign currencies have been almost constant. 
Foreign exchange also refers sometimes to bills of exchange 
and banker's drafts etc. And sometimes it might refer to the 
mechanism through which trade accounts are adjusted bet¬ 
ween the various countries of the world. 

The necessity for exchanging rupees into £s arises because 
rupee is not legal tender in England. Had there been a 
coin or currency that was legal tender in all the countries of 
the world, the necessity of such an exchange would have dis¬ 
appeared. But there is none such unfortunately. The U. S. A. 
once made a proposal that all the countries should use an 
international monetary unit called “Unitas” (consisting of 
137} grains of fine gold). The United Kingdom made a 
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proposal that all the countries should use a currency called 
“Bancor”. But neither of these proposals materialised. And 
each country of the world continues to follow the same rut of 
exchanging one’s currency into the foreigner’s to make pay¬ 
ments to the latter. 

Ratio oj exchangi under a gold standard. The question that 
crops up here is how docs a country decide the rate at which 
its own curicm) is to be exchanged for the foreigner’s? Or 
in other words what i\ the theory of the determination of the 
rates of exchange between the countries of the world? When 
the countries concerned happen to be on a gold standard the 
determination of such rates, provided there is free movement 
of gold between them is easy and automatic. Habcrlcr says, 
“11 two or more trading countries are on the gold standard, 
and if there are no obstacles to the import and export of gold, 
then the different currencies aie rigidly linked together. For 
instance, if an ounce of gold can be coined into a definite 
number of pounds sterling and into twenty times as many 
marks, then, under the provisional assumption that no costs 
are involved, one ran convert at will 20 marks into 1 £ and vice 
versa”. And the rate of exchange is thus automatically fixed 
at 1 £ - 20 marks. 

A gold standard says Harbcrler “in the narrower sense 
signilies a monctai) system under which gold coins of standard 
specification or gold certificates with 100% gold backing form 
the circulating medium. In the wider sense it covers all 
those cases where notes or silver coins are legal lender provided 
they are convertible into gold at a fixed rate. There must 
of course, be no prohibition of the melting down of gold coins”. 

What happens if the rate of exchange in the countries 
referred to is not 1£ -20 marks but something else ? Suppose 
that it is 1 £ 18 marks only. People now, in the country 
where marks constitute the currency, will like to exchange 
marks for £s, convert £s into an equivalent amount of gold, 
and get that gold converted into marks again. Suppose one 
ounce of gold is equal to X £s in one country and 38 said above 
to 20 X marks in another then the rate of exchange should be 
1 £-20 marks. If it is 1 £=18 marks then people will sell 
18 X marks for X £s, obtain an ounce of gold for those £s 
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and have it converted into 20X marks again. They spend 
18X marks and get 20X marks, making thereby a profit of 
2X marks on the transaction. When a large number of 
people thus begin >to convert marks into £s to make profit like 
this, the value of the £, owing to increased demand, supply 
remaining the same, will go up till 1 £=20 marks in the end. 
If the rate is 1 £=22 marks, the opposite process would set in. 
The demand for marks would increase, the value of marks would 
go up till 1 £ -20 marks again. Eventually then the rate of 
exchange under a gold standard, with free convertibility bet¬ 
ween currency and gold and unchecked flow of gold between 
the trading countries would necessarily be such that one unit 
of a country’s currency would be convertible in the same 
amount of gold in which those numbers of units of other coun¬ 
tries’ currencies to which the one unit of the former country’s 
currency is equal would also be convertible. 

Under a gold standard, the problem of payment can be 
greatly simplified provided there is ample supply of gold avail¬ 
able for making payments. For then if some one in German) 

P urchased X £s worth of goods from an English merchant, 
e will at once ship him an ounce of' gold which when got 
converted into £s will make the merchant there the wanted 
number of £s available. So also can an English buyer send 
gold to a German merchant for the goods pui chased from 
him. 

The technique oj foreign bilh of c\rhangi . Ordinarily gold 
is not thus transported. There has been in fact a growing 
tendency to economise the use of gold in international pay¬ 
ments. The next course open, then, to take up our own ex¬ 
ample, is that the German merchant should purchase £s at 
the rate of 1 £=20 marks and make payment to his English 
creditor, for the goods that he has bought from him. In reality, 
however, even this may not come to pass. Owing to the use 
of foreign bills of exchange and the presence or a large number 
of buyers and sellers of English and German goods in both 
these countries, the necessity of exchanging marks for £s and 
£a for marks might be greatly obviated. We shall see now 
how this happens but before we do that, we better under¬ 
stand that chief instrument with the help of which internation¬ 
al transactions are settled. This instrument is called the 
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foreign bill of exchange. A foreign bill of exchange is a claim 
drawn by a seller upon a foreign buyer for the amount for 
which he has sold his article to the latter. This claim should 
be fulfilled within the period of time fofr which the bill has 
been drawn. There arc three main points of difference bet¬ 
ween a cheque and a bill of exchange. A bill will be drawn on any 
one who owes a debt to the drawer whereas a cheque is ever 
drawn on a bank only. A bill is payable on maturity (unless 
it is a sight bill) i.c., when the time for which the bill has been 
drawn just expires but a cheque is payable at sight. A bill 
will have validity only when il has been ‘accepted’ by him 
on whom it is drawn; a cheque needs no such “acceptance”. 

The use of foreign bills implies the avoidance of actual 
exchange of currencies. Suppose that a German buyer has 
placed an order lor goods worth £1000 with an English mer¬ 
chant. The English merchant will then draw upon this 
German buyer a bill claiming £1000 from him for the sale that 
he makes to him and send this bill for acceptance to him. 
The German buyer will write the wurd “accepted” and sign 
il on the bill and send it back to the English merchant who 
has now the promise from the former that he would pay him 
£1000 when the bill is presented to him after maturity. 

Suppose also that there is an English buyer who has 
bought goods worth 20,000 marks from a German merchant. 
There are now four parties to settle their account. The 
English merchant and the German buyer, the German 
merchant and die English buyer, two of these having claims 
for payment and two having obligations to pay. 

Now this is what generally will happen. The English 
buyer who has to make the payment of 20,000 marks to some 
German merchant will meet the English merchant who claims 
£1000 from some buyer in Germany and purchase irom him 
the “accepted” bill of £1000. He will then send Uiis bill to 
his creditor in Germany who owes him 20,000 marks with ins¬ 
tructions to present this bill to Ihe German buyer of die English 
merchant’s articles and get from him the 20,000 marks that 
arc his due. Thus we sec that the English merchant has re¬ 
ceived his £1000; and the German merchant his 20,000 marks. 
The English buyer has paid 20,000 marks (when he purchases 
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the English merchant's bill for £ 1000) and the German 
buyer has paid £1000 (when he makes payment to the German 
merchant.) The entire transactions are settled with the mere 
transportation of a Single bill of exchange from England to 
Germany. And no necessity of bothering to obtain marks 
for £s and £s for marks ever arose. 

As in the case of these four parties of our own example, 
so also in an extended case where hundreds of parties are 
engaged in buying and selling their respective goods and ser¬ 
vices, accounts generally tend to be settled with the assistance 
of the foreign bill market. They are the suppliers of the 
foreign bills who owe money abroad and they arc those who 
demand such bills who have to pay money to the foreigners. 
It may be that the supply of foreign bills at any time falls 
short of the demand for it—there are more people who have to 
make payments and less w r ho have to c laim. Or thr supply 
may be greater than demand implying larger number 
of those who have to claim payments abroad than of 
those who have to make their payments. We shall analyse 
both these situations. Lei us take that situation first in 
which the demand for foreign bills is greater than the supply 
of them. 

Disparity between exports and impoi t\ and its impact upon the 
rale oj exchange. We now get back to our earlier example 
of Germany and Great Britain with gold standard working 
at 1 £ 20 maiks. Suppose that there are less German ex¬ 
porters to England than there are German importers of the 
English goods, The supply of foreign bills on England, 
therefore, would be less than the demand for them, there 
being more of those who have to pay to England than of those 
who have to receive from that country. Now if German im¬ 
porters do not buy these foreign bills on England but transport 
gold instead to that country for paying off their debt, there 
must be some transport charges also incurred in gold trans¬ 
portation. Suppose that the transportation rharges of gold 
per £ to England are \ a mark. Then for every parcel of 
gold sent, the German importer will be a loser to the extent 
of \ a mar k per £ and the rate for him would really be 1 £ - 20J 
marks, rather, than 1 £ - 20 marks. The German importer, 
who eaunol have foreign bills on England in abundance, 
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will think twice before he is willing to incur a loss of 4 a mark 
per £. 

Here on this side, the supplier of bills oil England 
seeing a scramble for their bills amongst the German im- 
porteis will like to exploit the situation by charging a larger 
number of marks for the same number of £s than before. 
This they can do when they ask the buyers of their bills to 
pay not at 1 £=20 marks rate but at a rate which is higher 
than this. 

Let us suppose that they demand the rate 1 £—21 marks 
from the buyers of their bills. Will the buyeis agree to this 
rate? No. If the) 7 do not buy these bills and send gold 
instead, they would be paying back their debt at 1 £ •=• 20$ 
marks only. Wh) should tin y agree to buy the bills at a rate 
more unfavourable than this? Suppose the sellers of the 
bills are willing to sell their bills at 1 £— 20$ marks. Will 
the buyers agree now ? Yes, iJiey will because they spare 
themselves the loss of } mark per £ which direct transportation 
of gold would have involved them in. So long as, in the 
situation of the supply of bills on England being less than the 
demand for them, the rate of exchange is less than 1 £=20$ 
marks, the German importers of English goods who have 
to make paymeut for these goods to the English merchants 
will find it less advantageous to export gold and would rather 
buy these bills from the German exporters. When the 
rale rises above 1 £ = 20$ marks i.e., it becomes 1 £=208 
marks say, they would transport gold instead. 1 £=20$ 
marks is thus the gold export point or thr lower specie point 
for Germany. It sets the limit within which the foreign 
bills on England can be purchased by a German importer; 
at 1£=20$ marks, the German importer may cither send 
gold to England or purchase the German bills on that country 
according to his convenience; his sacrifice, however, would 
be the same in both the cases —equal to $ a mark prr£. 

When the supply of foreign bills on England is greater 
than the demand for them, the opposite analysis would work 
out. There will be more of those who have exported goods 
to England and want payment from that country than 
of those who have imported goods instead and have payments 
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to make. Now if German exporters do not sell their bills 
to anv one but present therti to their debtors at the due time 
to get an equivalent amount of gold in England and have it 
transported to Germany, then still under the assumption that 
the transportation cost is \ mark per £, the eventual rate of 
exchange for tljpm would work out to be 1 £ 19£ marks 
rather than 1 ^=20 marks, implying a loss ol' half a mark 
per £ to them. They would not easily agree to incurring 
this loss. What will they do then ? They would try to 
sell their bills ralhcr than permit them the botheration of 
importing gold from England. But ihc demand for bills 
being not as great as the supply, the bills arc bound to be 
offered a lower price now than before. The buyers of the 
bills would exploit the situation by agreeing to pay 1 £=19 
marks only. Will the setlcrs agree ? No. For here they 
arc losers to a greater extent. If they get gold imported 
from England, they suffer a loss of i mark per £ only and if 
they sell off their bills, their loss is 1 mark per £. They 
would agree to sell their bills just so long as the rate is such dial 
their loss in selling the bills, is less than their loss in getting 
their gold transported from England. The limit is evidently 
set by 1 £=-19£ marks, beyond which if the rate of selling 
the bills on England goes, gold would tend to be imported 
into Germany. 1 £—19J marks is the gold import point 
or the upper specie point for Germany. 

AVJien the rati* of exchange is such that gold tends to be 
imported into Germany, we say that the rate is favourable. 
When it is such that gold tends to be exported from Germany, 
we say that is unfavourable. When we cross the lower specie 
point, the exchange rate is favourable; when wx cross the 
upper specie point, the rate of exchange is unfavourable. 
That which is the gold import point or upper specie point 
for Germany is the gold export point or the lower specie point 
for England; that which is the gold export point or the lower 
specie point for Germany is the gold import point or the upper 
specie point for England. The rate of exchange for German) 
rises above the gold rxporl point when the supply of bills on 
Germany is greater than the demand for them and secondly 
there is difficulty in exporting gold to England. The rate of 
exchange for Germany falls below her gold import point when 
demand for bills on Germany is greater lhan their supply and 
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secondly there is difficulty in importing gold from England. It 
can be easily imagined now that in face of the growing Indian 
demand for American goods, rupee would have easily passed 
above the gold export point had llie perfect conditions of an 
international gold standard prevailed. The supply of bills 
on India being greater and gold being not easily obtainable 
for exportation, what else could have been the result ? 

r 4 

Now when the rate is tending towards 1 £ = 19{ marks 
or beyond, we have seen that it is tending to be favourable and 
the situation is characterised by a supply of bills on Germany 
being smaller than tin* demand for them; exports from Germany 
to England are greater than the imports from England to Ger¬ 
many. But when the rate is 1 £ - 1 9 marks or about that, a 
reverse process comes in evidence; the imports brgin to increase 
and exports go down till exports and imports have become 
equal; there is the same supply of bills as there is the demand 
tor them and the rate is once again set at 1 £ 20 marks. 

Why does this happen i Because £ lias become 
cheaper and the German merchants naturally want to take 
advantage out of it. For the same thing which costs 1 £ 
they were paying 20 marks before; but they will pay only 
19.J marks at this time. And so a tendency sets in to import 
goods from England into Germany for they arc cheaper 
now in terms of the German marks. Imports to Germany 
move up and there appear more of those who supply 
foreign bills of exchange on Germany. 

On the other side in England, theie is a tendency lor 
the English merchants to export more and more to 
Germany. Formerly when they sold an article worth 20 
marks in Germany, they got 1 £ only; now when they sell 
llie same article worlh 20 marks in Germany they get more 
than a £. Exporting becomes more profitable to England 
than importing from Germany. Thus we see that both in 
England as well as in Germany, tendencies being to work 
to set right the disturbed trade halanrc between their respective 
exports and imports. In Germany imports increase and 
hence the supply of bills on Germany also increases; exports 
decrease and hence the demand for bills on Germany becomes 
less plentiful than before. And these two tendencies go on work- 
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ing till exports arc equal to imports; the supply of bills on 
Germany is equal to the demand for them and the rale of ex¬ 
change is restoied to the equilibrium level of 1 £=20 marks. 
At the same time opposite tendencies work in England to 
set right the trade balance and tlic rate of exchange. 

Under a gold standard, therefore, not only is the rate of 
exchange easily determined, but there is a tendency for the 
rate to continue at its equilibrium level with slight fluctua¬ 
tions within the gold export and gold import points which tend 
to correct themselves in the long run. Now when the rate for 
Germany is approaching the gold import point, imports into 
Germany begin to increase. At such a time we say that the 
English currency viz., the £ is cheaper and the German 
currency is dearer or in technical language the £ stands de¬ 
preciated in value whereas the mark stands appreciated. 
Depreciation of a currency therefore leads to exports as it does 
in the case of England and appreciation leads to import as it 
does in the case of Germany. Appreciation of a lurieney 
implies that its value in terms of foreign currency has gone up; 
depreciation implies the opposite—that its value in terms of 
foreign currency has gone down. 

But depreciation of a currency is not die same thing as 
devaluation. A currency is devalued when its legal relation 
to gold is altered by law. The fine gold ronirnts of the 
American dollar were reduced by ll%in 1934; the dollar 
was thus devalued. The dollar would be said to depreciate 
when though its gold content continues to be the same as 
before, its value in terms of foreign currencies has gone down 
or which is the same thing, it buys smaller amounts of foreign 
currencies thau before. Modern governments cam profits 
through devaluing their currencies. These profits arc kept 
up to be used in emergency. The technique of the devalua¬ 
tion of currency in terms of gold has then naturally come to be 
linked up with the wider technique of exchange control. 

The mint par between any two currencies is the rate 
at which these currencies exchange for each other on the legal 
backing of the gold contained in them. If an American 
dollar contains 25*22 grains of fine gold and a British sovereign 
contains 113 0012 grains of fine gold, one sovereign we say 
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is equal to 4*866 dollars and this is what expresses the mint par 
l>etwccn the dollar and the sovereign. A mint par, it should 
be remembered, indicates a legal relationship only. Kvcu 
if in reality a dollar, owing to clipping from use contains less 
than 23*22 grains of fine gold, the relation between sovereign 
and the dollar would not be altered for that reason. What¬ 
ever be the de Jaclo position, the legal position will make us 
accept that one sovereign does contain as much gold as 4*866 
dollars. 

Discounting of the Jouign bills of exchungt. Often times ft 
happens that when a creditor in a country has drawn a bill 
on his foreign debtor he gets eager to have his payment ear¬ 
lier than the time for which the bill has been drawn. In 
such a situation, a class of people called the bill brokers tome 
ahead, with an olTcr of an immediate payment which is less 
than the payment indicated in the bill by the amount of in¬ 
terest which they could have earned in case they had not paid 
the amount in buying the foreign bill. If the bill is lor an 
amount A, and would mature in three months’ time, they 
would only pay the present worth of the amount A’ at 
the existing market rate of interest; they might also deduct 
from that present worth the charges for insuring against risk 
of losing recovery of that bill after due time. The higher the 
credit of the debtor, the less the risk and hence the less the 
charges for risk. 

This process of disiounting the loreigu bills by bill biokers 
which in most cases might be a well established bank of a 
country has a double advantage. It allows on the one side 
bill brokers to invest their inonr\ in these bills and earn inter¬ 
est on the investment and on the other Jdc it fulfils the needs 
of the person who has drawn the bill on his debtor and there¬ 
by facilitates liis expanding of tiade without letting him to 
wait for the period of maturity indicated in the bill. 

The discounting of bills, however, depends considerably 
on the credit of the persons on whom the bills ji c drawn. Even 
the very sale of bills would not be easily possible if the bills to 
be sold are drawn on persons with no financial standing or 
popularity. If Seth Dalmia has sold goods to Mr. X in Eng¬ 
land and consequently drawn a bill on him, but Mr. X is 
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an ordinary obscure merchant of his country, seth Dalmia's 
bill may not find buyers at all. For who would risk buying 
a bill on some one whose obscurity (an easily give rise to doubts 
that the bill might never be recovered at its proper time? To 
remove such risks, merchants on whom bills might be drawn 
appoint some “A. B. and Co.” of their country to art as 
“correspondents ’ lor them and bills then begin to be drawn 
on these eorrespondents who ultimately stand responsible for 
the payment of the bills drawn on them. The bills aic accep¬ 
ted by the eorrespondents and paid by them also. The 
correspondents generally are some banks or banking firms of 
the country. 

It is not necessary, however, that a bank should accept 
bills drawn on men of its own soil only; often times banks 
maintain stocks of foreign currencies and accept bills drawn 
on foreign people also. The city of London accepts bills 
which might emeige out of a trade which has least to do 
with that country in the heart of which it happens to be. For 
acting as correspondents, the banks naturally charge a commis¬ 
sion. 

Forwatd Exchange. Banks perform yet another service to 
the traders. They sell '‘forward exchanges” to them and 
guarantee them against emcigence of loss horn fluctuations 
in exchange tales. If A, an Indian, buys goods in England 
worth a £ toda> and the rate of e\f liagc is 1 shilling 6 pence 
— 1 rupee, then allci thiee months A has calculated he will 
have to part with Rs li 1 , 1 01 payment If however, the 
rate of exchange aflei thiee months tlunges to 1 sh. 4 d-=l 
mpec, will not A be a losei in paying Rs. 15 for the same 
goods costing the same pi uc of a £ in Egland ? To sa\ e A from 
such a loss, some bant will agree (0 sell to him “forward” 
exchange at the present talr of cxrhagc so that A will have 
pailed with Rs. J j \ only, even though the iate of exchange 
after throe months has (hanged to lsh. 4d. a rupee. At 
the time of payment \ will puiihase the amount forwarded 
to him at the formei iate for which the bank contracted 
with him and pav off his English debt. 

Will not the bank, it might be asked here, suffer a loss 
in contracting to sell after three months at a rate which is 
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disadvantageous to it relative to the rate prevailing at the 
time of payment? Well if a bank were to make losses like 
this it would vanish. To save any loss to itself, the bank 
will at once, soon as it makes a contract, purchase a £ in 
London at the rate lsh. 6d. per rupee and deposit it in a 
London bank. What matters to it now if the rate after three 
months changes to a shilling and four penre a rupee ? The 
bank has secured itself against a loss. 

As A wants to purchase a £ in advance, others might be 
who want to sell £s in advance. For they fear that after 
three months or so when the bill matures, the money that 
they would receive would be less than that which the pre¬ 
vailing rate of exchange warrants. An Indian who has to 
receive one £ at lsh. 4d. a rupee would like to be sure of 
it; he fears that the rate might be lsh. 6d. a rupee after 
three months and then the same £ will mean him smaller 
amount in rupees than before. He will thus sell his £ in 
advance to a bank. 

This buying and selling of currencies in advance is 
known as “forward exchange” business. “Forward exchange” 
as we have seen above is a device to get rid of losses resulting 
from fluctuations in exchange rates. 

Exchatig lalio without gold standard. Aftei this digression 
we tome to the consideration of the determination of ex¬ 
change rates again. Under a gold standard wc saw that the 
problem was simple. What happens when the conditions of 
gold standard do not obtain? Ever since gold standard went 
out of fashion amongst some of the leading countries rf the 
world, economists have been greatly in search of a correct theory 
explaining the determination of foreign exchange rates. 

The ihtory oj ab\olute puickaiiag powet parity. Two ex¬ 
planations or theories have been advanced. The one is the 
theory of purchasing power parity and the other that of the 
balance of payments. Wc shall take up the purclusing 
power parity theory first. 

If 1,250 dollars buy a certain amount of goods and ser¬ 
vices—wheat, shirts, houses, etc. in the U. S. A. and 100,000 

36 FE 
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francs buy the same amount and quality of goods and ser¬ 
vices in France, then the rate of exchange between France and 
the U. S. A. would be 1,250 dollars = 100,000 francs or 1 dollar 
=80 francs. The equilibrium rate of exchange will be such 
that one unit of a country’s currency will buy the same amount 
of goods and services which so many units of another country's 
currency, to which it is equal, will buy on their own soil. In 
other words, the rate of exchange will be such that the two 
sides to it have the same purchasing power. The rate of 
exchange will c qu.uisc or establish a parity between the pur¬ 
chasing powers of the curieniics of the tradin'' countries 
on their respective soils. This is what is popularly known 
as the absolute purchasing power parity theory. The theory 
is greatly associated with the name of Gustav Gasscl who 
made it popular. Just as under a gold standard, the equilib¬ 
rium rale of exchange is achieved at the point of mint par 
where the two sides to the rales reprrsent the same amount ol 
gold in them, under non-gold standards, the equilibrium ran 
of exchange is achieved at the point of the pai of pur¬ 
chasing powers of the two sets of currencies indicated in the 
rate. 


Now then, we saw above that the rate of exchange 
between U. S. A. and France should be 1 dc liar — 80 francs, for 
then alone it will establish purchasing power parity. What 
happens if the rale is 1 dollar = 70 francs? 

A man with 70 francs will obtain a dollar in exchange 
for his own money, purchase with this dollar a certain amount 
of goods from America and sell these goods at 80 francs in 
France, thereby making a profit of 10 francs on the transac¬ 
tion. (Goods worth a dollar must obviously sell at 80 francs 
in France for this is what we have assumed in our example^. 
Many merchants would begin to earn profits in this manner. 
Naturally then the demand for doll irs in terms of francs would 
increase and the price of dollars in terms of francs would go 
up too. Eventually one dollar will Exchange for 80 francs. 
If the exchange rate is 1 dollar=90 francs, a process opposite 
to that analysed above will set in tending to drive the rate at 
1 dollar=80 francs again; this time of course, the ball will 
be set rolling by the United Stales merchants, their demand 
for francs would increase for francs are cheaper now, till the 
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value of franc has risen high enough to reach the equilibrium 
level. 


We thus see, say the supporters of the theory that the rate 
of exchange will be in equilibrium only when the two sides 
to it represent equal purchasing power. If a different rate is 
established, it will ultimately tend to approach the equilib¬ 
rium rate. Just as fluctuations tend to correct themselves 
under a gold standard, they tend to correct themselves 
under non-gold standard conditions also. Only that whereas 
fluctuations under a gold staudaid confine themselves within 
the limits set by the specie points, fluctuations here do not lie 
limited within any definite points. 

The theory of absolute purchasing power parity has 
been found unacceptable for the following reasons. First, 
it assumes that when ihe rate of exchange is 1 dollar—70 
francs French merchants who have spent 70 francs on a dollar 
and purchased American goods with it will be able to get 
these goods easily into France for purposes of selling them lor 
80 francs again, flow can a house be had from the United 
States ? The greater the number of goods of this type the 
less will be the chancts that French merchantt would demand 
dollars for buying goods in America and selling them into 
their own country; naturally then the less also will be the rise 
in the value of the dollar and it may be that once disturbed 
the dollar may never touch 80 francs level again. 

The demand lor a dollai depends upon the demand loi 
goods which can be traded with between France and the 
United Slates. As a more extended statement we would say 
that the demand for the currency of any country is linked up 
with the demand of only those goods of that country which 
can be and are internationally traded. And it is such 
goods that tan influence the value of the dollar. But here 
too sometimes die influence is not so detinitcastopush up the 
exchange rate necessarily to the equilibrium level in the end. 
When ihe rate is I dollar- 70 francs,the demand for dollars 
may not be so great (for there may not be a large number of 
merchants eager to nave wheal, cloth or steel from the United 
States) as to push up the value of a dollar to 80 francs in the 
end. This lack of demand might be due to the fact that there 
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is only a smaller number of merchants in France willing to 
buy and sell internationally traded goods. It might also 
be due to the fact that transportation charges from U. S. A. 
to France are so high that if goods arc resold in France, they 
leave no margin of profit at all on the francs that were spent 
to buy dollars and with them the American goods. 

The theory then is difficult to apply in practice. We 
cannot easily compare the purchasing powers of a dollar 
and a franc. A dollar is spent on different qualities and 
quantities of goods and services; and a franc on different 
ones. If one dollar purchases X and 80 francs purchase 
X lf how can we say that 1 dollar--80 francs ? This would 
be possible only when 1 dollar or R0 francs both purchase 
X only. In reality despite all superficial similarities, these 
JTs would not be the same. 

A second version oj the theory. A second version of this 
theory is less pretentious. The first version—the absolute 
purchasing power parity theory—which claims that it can 
help to determine an ct|uililuium rate of exchange is, as our 
analysis shows, not satisfactory. The second version, we 
shall presently see, is also not quite acceptable. It does not 
claim much; it does not, say, for example, that it ran explain 
an equilibrium rate of exchange; it only says that when 
changes take place in the pureliating power of a certain 
currency relative to the purchasing power of another, the 
equilibrium rate of exchange fluctuires in a certain manner. 
Thus it only explains the changes in the equilibrium rate of 
exchange when the price levels in the trading countries have 
changed relative to each oilier. It assumes, rather than 
explains the equilibrium rate of exchange. 

Suppose that the equilibrium rate between India and 
England is 1 Re.—1 sh-6d. Suppose also that when com¬ 
pared to a base period prices in India have risen four times 
and those in England have risen two times so that a rupee 
buys one-fourth and a £ one-half of hat it did before. The 
increase of prices in India tela five tn that in England is twice the 
increase in the English prices. The same article which cost 
X rupees before would be available at 2X rupees now. The 
English merchant is clever enough not to pay 2X rupees; 
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he will so adjust his rate of exchange with India that the same 
number of £s which equalled X before would equal 2X now, 
so that lor this change in the Indian prices he is not a loser. 
When the price-increase in India is double relative to the 
prire-incrcase in England we see thus that the external value 
of the rupee in terms of £ becomes j of what it was before. 
Rs. 2 would equal lsh 6d.,or the rate of exchange would be 
1 Re. —9d. If the price-increase in India is three times that 
in England, the external i alur of the rupr in trims of j£s will 
fall to one third and so on. But this implies one very import¬ 
ant assumption—that the elasticity of the demand of the 
English merchant for Indian goods is unity. He spends the 
same number of £s as beloie; i ul> th.il the rale now is such 
that when < on verted in'o i up, rs, tl.esr £s bring him the 
same articles or goods which he was buying with these £s 
at the earlier rate and the earlier prices. 

Put in a mathematical form, 


l\r<.eni Biitish Base Indian 
The present Exhange Brice Index Price Index 

price ofaiupcc -late in « X 

in terms ol the base period Piesent Indian Base British 

English currency Puce Index Price Index 

This formula can be used lor evaluating any rate of 
exchange provided we malic piopei substitutions. If the 
equilibrium rate of exchange j p 1 Re. 18d., the base Indian 
price index is 100, the present Indian price index is 400, 
the base British price index is hO and the present British 
price index is 200, wc will gel the present price of a rupee in 
terms of English currency at 1 Re. 9d. 

This veision of the purchasing power theory is unaccep¬ 
table for the following reasons : - 

It assumes rather than explains the equilibrium rale of 
exchange. 

Secondly, its analysis is based on price indices of in¬ 
dividual countries in which most of the goods are those which 
do not enter into international trade. And we have seen 
above that only goods which arc internationally traded have 
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impact on the problem of foreign exchange determination. 

Thiidly, the analyses assumes that the elasticity of the 
demand of the foreign merchants for a country's goods is 
unity. Tnis is not necessarily the une. When prices in 
India rise relative to those in England, ihe amount which 
English merchants arc willing to spend 011 Indian goods 
(an cas'ly be different from the cailier one and the elasti¬ 
city of the English demand foi Indian goods would cease 
to be uni 1 y then. 

l'oiirthly, just as the price-level influent cs ihe exrhangc 
rate, the exchange rale might also influence the prii e level. 
And in that situation the theory bicomes absurd. When a 
country's currrnc has depreciated, an increase in exports 
might lead to the search of cheapet means of production 
and hence to lower prices. 

Fifthly, the rate of exchange is determined as much 
by capital movent'nts and speculative activities of those 
who deal in foreign currencies as by the sale and purchase 
of goods and services. This theoiy seems to assume that the 
rates of exchange are determined by the movements of goods 
and services only and of couise, by the movement of their 
prices. 

Lastly, there is an assumption in the formula abuse 
that exchange rates are determined by thr movement of 
prircs m such a manner that all go up or down in an equal 
degree. This, however, may not and, in fart, often limes 
does not happen. One price may change more than another. 
And hence foreign expenditure on one article may be greater 
dian on another and differently affect the exchange rate, 
though price change has not distributed itself equally over 
all articles. 

The Balaiue oj Payments Theoiy of Foreign Exchange. 
The fundamental principle of equilibrium that we 
should pay no more or no lers than what we receive 
applies to the exchange between countries as much as to 
that between individuals within a country. Thus if there 
be some country named A which is exchanging goods and 
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services with some other country named B t then A ean b in 
equilibrium only when the payment it makes to B for goods 
and services bought from the latter is equal to what it gets 
from B for Ihe sale of its gwn goods and services. It may 
appear that the comparison of A’s payment and A’s receipt 
is not possible. For A will pay B in terms of B’s currency and 
li will pay A in terms of A’s currency. And payments in two 
different cuirencies cannot be compared. How can for 
example a rupee payment in India be compared to a dollar 
receipt from the United States ? Perhaps lhat is true but if we 
know tbe rate at which a rupee exchanges for a dollar we can 
convert dollars into rupees and then easily compare. The 
same is wlnl we do when we compare A’s payments to B 
with A’s m eipls from that counlry. Wc shall convert B’s 
payments to A or A’s rercipts from B in terms of A’s 
currency and then see whether the amount which A pays 
to It in terms of its own curicncy is equal to this amount. 
If it is, then the rate of exchange at which we just 
converted i*\ payment to A into A’s currency will be known 
as the equilibrium rate of ex. lunge. It will be kn wn 
as llir (quiibrium rate because when we convened at 
this r.M payment to A or which is the same tiring, A’s 
receipt fmni B into A's currency and compared it with 
A’s payment to 1' in terms of A’s currency we found that 
(hr) were ttpnl. And this equality is the fundamental 
condition ol »quilibrium for A. It is, we might say, a funda¬ 
mental hi rlition of equilibrium for any country. If pay¬ 
ment is not equal to receipt there will be some gain or 
loss and hciv e a move towards expansion or contraction of 
purchases. And these latter tw T o are characterise s of a 
condition o( disequilibrium. So then A will be in equilibrium 
when what it pays B in terms of its own currency is equal 
to wh.it it receives from B in terms of its own currency and the 
rate of exchange at which this happens will be known as the 
equilibrium tale of exchange. How are wc to find this 
equilibrium rate? Or in other words, how is the rate of 
exchange at which whatever A pays to B is equal to what¬ 
ever 1> pays to A (both amounts expressed in the currency 
of country A) determined ? 

Perhaps, this is what we shall do. We shall assume a 
rertain given situation. And then after taking into account 
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the tastd, the income, the technique of production, the size 
of population and a large number of similar factors which 
exist in the iwo countries respectively in that given situation 
we shall imagine to ourselves t|je demands of A and B for 
each other’s currencies at different imaginary rates of exchange 
(we should not bother about the real rale of exchange in 
that situation). We shall onlv imagine that if the rate of 
exchange were to be this, what would A demand of Ji and 
what would B demand of A? And then if the rale of ex¬ 
change were to be that, what would lu their demands for each 
other's currency and so on ? Thus thinking out a whole 
series of imaginary rates of exchange in that situation and 
then a whole series of demands of A and B foi each other’s 
currency corresponding to each imaginary rate. That is, 
we shall be left in this process with a srhedule of hypothetical 
rates of exchange for that given situation and two sche¬ 
dules of demands—one that of demand from for ZJ’s currency, 
the other that of demand from B for J\s eurrene) t orresponding 
to the schedule of rates of exchange which we arc left with. 
Now since every demand from A for B\ nurenry would 
involve payment from A to B, ^4’s schedule of demand can also 
give us a schedule of payments from A to each payment in 
this latter schedule corresponding to each demand in the 
former one. Likewise we ran have a schedule of payments 
from B ioA. So that corresponding to the schedule of rates 
of exchange we can have two schedules of payments, ouc 
of which A makes to 7J, the other ol which H makes 
to A. It is with these schedules thal we are to roncern 
ourselves. But how will these schedules behave ? Let us 
first look at the schedule of payments from A to B corres¬ 
ponding to the various imaginary ratrsof exchange contained 
in the schedule of rates of exchange referred to above. Sup¬ 
pose that we consider the following two rates of exchange 
and the payments from A to B corresponding to these rales. 

One, lJf(let X be A’s currency) = 3 Y (let V be B's 
currency) and two, \X -2T. 

When the rate of exchange is 1^=21’ rather than \X=* 

3 Y country A finds it dear to purchase currency from B in 
comparison to what it would have paid for it, if the rate of 
exchange had been 1 X -= 3 Y. For then, for 3 Y of B (assuming 
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that (here are no transport costs, though the removal of that 
assumption would not make any substantial difference to the 
argument), A would have paid IX only. But now that the 
rate of exchange is supposed to be \X=2Y, it will have to pay 
$.\ r . So that when the rate of exchange is such that less units 
of B's currency exchange for the same amount of A’a currency 
or which is the same thing, when A’s currency has become 
cheaper in terms of B's, A’s demand for B’s currency will 
decline (and therefore A will make smaller payments to B.) 
We can now generalise that A’s payments will decline when 
declining amounts of B's currency exchange for the same 
amounts of A’s currency The opposite will happen when 
increasing amounts of B’s currency exchange for the same 
amount of A’s currency. A will be making more payments to 
B for A will be having the currency cheaper from B and there¬ 
fore buying more of it from B. That is obvious. If when the 
rate was \X 2 Y it was paying §X for 3Y in B it would be 
paying only 1A T now when the rate is 1X=3Y. And it would 
naturally purchase more of B’s currency in the latter situation 
and make more payment. 

So then we have seen how the schedule of payments from 
A to B will behave corresponding to the various rates of ex- 


Thc rate fo exchange or 
the amounts of B's currency 
exchange ing for the same 
amount of A 's 



/J’s currency 

change. When the rates considered in the schedule are such 
that more units of B's currency are exchanging for the same 
amount of A’s currency then the amounts of payments from 
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A to B which will correspond to these rates in the schedule of 
A’s payments would be greater. They will be smaller when 
the rates considered in the schedule are such that less units ot 
B ’s currency exchange for the same amount of AY From the 
diagrammatical point of view, we can pul the picture as 
given abo\e. 

The x axis shows the various amounts of A 's currency paid 
to B. The y axis shows the various amounts of B’s currency 
exchanging for the same amount of A’s; it shows, we may sa>, 
the various imaginary rates of exchange between A and B or 
which is the same thing it shows the above mentioned schedule 
of hypothetical rales of e\' hange between A and Ji in the git en 
situation for which we are working out an equilibrium late. 
The curve W shows the increasing amounts of payments from 
A to B at rates of exchange at which more units of B\ 
currency ate equal to the same amount of AY 

What about the schedule of pa} merits front B to A That 
schedule will behave in a manner opposite to the behaviour 
of A’r schedule of payments. When less units of/i’i currency 
exchange for the same amount of A\s currency, B will lind if 
thcape r lo purcha e cui rency from A. For then, for 1 A' in A 
(a suming no tran>port costs/ B will be paying 2 )" onh 


The rate of ex¬ 
change or the 
amounts ol B\ 

n W. ME NTS FROM H TO A 

/' 

■ V 


currency which 
will be exchanging 




fot the same 

amount of AY 

PAYYILHT* FROM 4 TO B 

1 

1 



M 


A’s currency 

whereas it would have paid 37" if the rate of exchange would 
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have been LY=32" and more units of B's currency would 
have been exchanging for the same amount of So 
then the schedule of payments from B to A corresponding to 
the schedule of rates ofexrhangc will indicate increasing pay¬ 
ments from B to A if the rates show that less and less units of 
B air exchanging for the same amount of A's currency, and 
decreasing payments from B to A if the rates show that more 
and more units of B arc exchanging for the same amount of 
A’s currency. If we bring forward the diagram given above 
and show B s schedule ol payments also alongside with .d’s, 
the picture will be as given above. 

DI) shows greater payments from// to A in terms ol A‘s 
lurrcncy as late of exchange shows Jet ceasing amounts of 
B 's rurrrnn being equal to the same amount ol /J\ turieney. 

Now from this picture ol the schedules of pay inems of A 
and Bwilh respect to oath other, corresponding to a schedule 
of rates of exchange shown on ihr J' axis, it heroines ele.u 
at once that in the situation lor which wc have thought out 
this whole picture (in the background of certain given taste 
and income and population etc. nl the two countries) .1 will 
be in equilibiium at the point P lor here it will be that 
whatever it would be paying to B will be equal to whatever 
B will be paying to it. And the rate of exchange given by 
point P will be the equilibrium rate. It would, as is obvious, 
he such that PM amount of B's currency exchangei for one 
unit of .Is cun racy. So the equilibrium rate of exchange 
for the situation which was given to us or with whirh we 
started should be PM amount of B's cunency 1 unit oi /Ts 
currency. This rate of exchange it must lx clearly borne in 
mind need not actually exist iu that situating. It is just 
the rate of exchange which should exist if A is to l>c in equili 
brium in • lie gi\cn situation. 

But what is this point P which determines the equilibrium 
rale of exchange? As the. diagram shows it is the point of 
intersection of the curves DD' aud US'. And these curves 
represent schedules of payments from A ioB and fmm B to A 
respectively. So that we can say that the equilibrium rate 
of exchange has been determined by the intersection of the 
schedules of payments of A and B with respect to each other. 
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Now since payments from A to B and payments from B to A 
arc balancing each other al the point P, we can say that the 
equilibrium rate of exchange is determined by ln<“ balance 
ol payments. Hence the name of the entire of the above 
analysis as the Balance of Payments Theoiy of foreign 
exchanges. 

But it should be carefully kept in mind that when the 
theory states that the rale of exchange is determined by balance 
of payments, it refers to a whole schedule of hypothetical or 
imagined payments, not to the aitu.il or real payments be ng 
made in the given 'ituation. It is unfortunate that some 
critics of this theory chose to put this wrong inlerpri tation 
upon the statement of the theory and theu said that it was 
unacceptable. 

We cannot reject this theory unless we 1 eject the general 
theory of value in Economics, the familiar theory of supply 
and demand. For if we care to look to that, this theory is 
a supply and demand theory of foreign exchange and many 
economists have even given it that name. After all what 
arc these schedules of payments from A to ft and from B to A 
except schedules of supply of 4’s currency in exchange for 
B's and demand of A’s currency in exchange for BV A pay¬ 
ment from A to B would imply that A is making its own curr¬ 
ency available so that it might be exchanged into B's currency 
and then B might be paid off. Naturally B would like to be 
paid in terms of its own currency. So that every payment from 
A would involve some supply of /l’s current y to be exchanged 
for B’s. And every payment from B would involve 
some supply of B’s curren y to be e\t hanged for A’s or 
which is the same thing some demand for A’s currency 
in exrhangc for omse supply of B’s curreucy. Thus the sched¬ 
ule of payments from A to B can be replaced by the schedule 
ofsupplies of A’s currency in exchange for B's and the schedule 
of payment-* from B to A can be replaced by the schedule of de¬ 
mands of A’s currency in exchange for B's. And instead of sta¬ 
ting that the rate of exchange is determined by the intersection 
of the schedules of payments of A and B with respect to each 
other, we might as well make the statement that the rate of 
exchange is determined by the intersection of the schedule 
of supplies of B’s currency in exchange for B’s and the schedule 
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of demands for ^’s currency in exchange fork’s and we would 
convey the same meaning. What difference is there between 
this statement and the familiar statement made in economic 
theory that value of a tiling is determined by the intersection 
of supply and demand schedules? The rate of exchange 
which shows how much of B’s currency would exchange for 
l unii of A’s is nothing but a value of one unit of A *s curr¬ 
ency in terms of It's. And the theory in effect makes the 
statement that the equilibrium value of A's currency (in terms 
of 2?’s) is determined by the supply of and the demand for 
A’s currency in cxrhangc for JS’s. It is like saying that the 
value of 1 seer of wheat (assuming a seer to be a unit of weight) 
in terms of rupers is determined by the supply of and demand 
for wheat in exchange for rup r es. If the statement about the 
value of wheat is correct, the statement about the value of 
A’s currency must also be correct for both the statements are 
identical in substance. 

But here again supply and demand are to be understood 
in the hypothetical and schedule sense and not in the sense 
of amounts actually supplied and demanded. In the latter 
sense supply and demand arc always equal for whatever 
has been supplied must be equal to whatever has been 
demanded. The criticism of our theory that supply and 
demand are always equal and therefore they cannot determine 
the rate of exchange arises out of misunderstanding supply and 
demand to mean the amounts already supplied and demanded. 
But as has jusl been pointed out above, that is a wrong 
sense in which to understand them. Supply and demand are 
referred to here, as they arc referred to anywhere in Economics, 
in the hypothetical and srhedule sense and the theory which 
stands on them cannot fall unless w r c question the statement 
of the general theory of value itself. 
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CREDIT AND CREDIT INSTRUMENTS 

None, but ‘currency banks', altarhcs to currency at present 
that supreme importance which, a centuiy ago, it was imbued 
with. So vast and sweeping have been the changes which our 
world has witnessed in recent years that currency has now 
become simply ‘the small change* of credit. Banks, not 
governments, are now the principal creators of money. No 
doubt, the national government still declares, and ordinarily 
issues, the standard money and fractional currcny of a country 
but it delegates to the central and commercial banks the right 
to issue the chief kinds of money. No doubt, we still continue 
to purchase cinema tickets and our daily supplies of commo¬ 
dities like fhiits and vegetables with turrcncy but their value 
is only a small frartion of the amount for which securities and 
other commodities are daily bought (speciallyin the wholesale 
market) on credit with credit instruments which are simply 
written evidences of antecedent credit transactions. These 
important sinews of modem trade and industry-credit, 
evidences of credit and creators of credit—form the subject 
matter of this chapter. 

Definition and nature oj credit. In ordinary language, credit 
(derived from the word ‘crcdrie' which means ‘to Irust’i con¬ 
notes simply faith, belief or trust, but in Economics this word 
is used in a technical sense to denote the ability of a person tp 
infuse in an other person that confidence in his ability to pay and 
in his honesty which enables him to obtain from this,other 
person a thing of value such as goods, services, money, or 
good-will, without making an immediate payment of its equi¬ 
valent, by simply making a promise to pay the same at some 
future date. The credit of a person is measured by the amount 
which he can borrow from others. From the lendri’s point 
of view, it is a right to receive payment, and from the borro¬ 
wer’s point of view, it is an obligation to make pavment 
on demand or at some future dale on account of the 
transfer of goods, services, money or good-will to him at 
the present time. In other words, what is debt from the 
debtor’s point of view is credit from the creditor's point of 

37 re 



578 


FUNDAMENTALS OF ECONOMICS 


view. When a banker says that he has allowed a credit for 
rupees five lacs, he signifies -that he has a right to receive 
this amount Irom his debtor. On the other hand, when a 
businessman says that he has obtained a credit for rupees one 
lac, he expresses his indebtedness to that extent. Credit is, 
in a sense, a lending operation, involving postponed payment, 
or a protracted exchange. In other words it is a transfer of 
value involving the return of its equivalent in terms of money 
in future. In daily life, it may appear in any of its two usual 
forms of credit sale? and loans of money. 

]\ nedil capital In the words of Riraidn, “Credit is the 
means, which is alternative!) tiansferred from one (owner) 
to another, to make u .e of i apilal actual!) < xisting; it does not 
create capital; it del erininrs oulyb) whom that capital shall be 
employed.” Areording to.]. S. Mill “Cmlit being only tin* 
permission to use the capital of another pci son, llir means of 
production cannot be increased by it, but ruih transferrred.” 

Credit, no doubt, enables capital to flow from a person 
who owns it to another who ran put it to a more profitable 
use, and, therelore, it increases the produi tixity of capital. 

Does the creation of eiedit, then, ultimate'!) result in the 
creation of additional capital goods or wealth? Generally 
speaking, it docs this onl) incliici th tluough a rise in price 
(which reduces consumption and stimulates production) and 
directly where credit diaws out hoarded wealth for being 
employed productive!). Fresh capital goods arc ihrn created 
and the volume of capital available in the community is in¬ 
creased. Bui credit can increase pure capital loo besides 
increasing capital goods, lor, a credit instrument serves the 
same purpose as rash. It adds to the supply of purchasing 
power available to the people and thereby directly increases 
the quantity of capital. 

Distinction bitween nedil and nedil mint limits. Credit,we 
have seen, is an absliact thing or a belief which results in 
lending something of value’ or in an arrangement lor deferred 
payment, but credit instruments are the tangible and visible 
written evidences of antecedent eredit transactions. They 
are written promises to pay a specific sum of money on 
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demand or on some future dale. They take several forms, 
such as cheques, drafts, hundiis , promissory notes, postal 
orders and money orders. These credit instruments, not 
credit itself, serve as important media of exchange and influence 
the price level. 

Essentials of a edit. Confident e, amount and time are 
three essential elements of credit. (1) An essential part of 
a credit transaction is the transfer of goods to Lhc borrower 
on an obligation to return an equivalent value (not the iden¬ 
tical goods themselves) in the future. Without such a transfer 
of value from one person to another, the question of postpone¬ 
ment of payment and granting of credit does not arise. Before 
allowing such a transfer of value, the lender must have con¬ 
fidence in (i) tlic ability of the boi rower to pay and (ii) his 
inLention to pay. The confidence which I’orms the basis of 
all credit is based on the value of the property which the 
borrower possesses or is likely to p tsscss and on the character 
of the borrower himself and of his business. For assessing the 
customer’s character bankers im rstigalc into (a) his personal 
habits, extent of his addiction to drinking and gambling, his 
own and his wife’s style of Jiving, his social ambitions and 
his religious affiliations, (b) his age and general experience, 
his intelligence, commousense and shrewdness, his reputation 
for ability as judged by the extent of his success in his own 
business and side-businesses, |(| his past iccord for honest 
dealings. Bankers form an idea of the character of a customer’s 
business by taking into consideration (i) the ratio of quick 
assets to current liabilities, (ii) the amount of capital invested 
in the business and the proportion which is self-owned, (iiij 
the character of goods stocked, (is ) the rate of turn-over of 
stock, (v) the location of the business and the extent of com¬ 
petition which the business has to Idee there and (vij the sum 
for which tlic business-house is insured. 

(2) Moreover, the debtor’s obligation should be capable 
of being expressed as a definite amount of money. The cicdit 
position of one person differs from that of another person, and 
various persons enjoy credit up to varying amounts. 

(3) The element of time is an essential ingredient of every 
credit transaction. This element is introduced whenever 
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payment is postponed and credit is allowed to a customer. 
With an immediate payment, the transaction becomes a cash 
transaction. Moreover, credit is allowed by a shopkeeper or 
a banker to different persons for varying periods of time up to 
whirh it may be considered safe to lend to each of them. 

Funt lions of credit. The chief function of credit is to transfer 
capital from those who possess it but arc unable to use it profit¬ 
ably to the persons whoexpecl to make a more profitable use 
of it. Credit enables banks to colled balances from numerous 
depositors scattered over a wide .11 ea and provide capital to 
producers and traders. 

A secondary function of 11 edit which lias assumed so much 
importance today is to permit the exchange of commodities 
without the intervention of legal tender money or to economise 
the use of currency by substituting a cheap m. diumof exchange 
for a more expensive and less convenient one. It also fills the 
gap whirh the insufficiency of rurrency to meet the demand* 
of modem expanding trade and industry 11 rates in our indus¬ 
trial society. Moreover, by allowing payments to be deferred 
till it is convenient to the borrower to make them, riedit pro¬ 
vides a valuable facility to the debtor. It should also serve, 
in skillful hands, as an instrument for promoting industry and 
economic progress in a country. 

Rams Jo, the use oj nidit mhummt >. By allowing credit 
judiciously to customers sales are pushed up and the margin 
of profits is widened. But, before granting credit, searching 
and detailed enquiries into the character of the borrower and 
his business are made. 

The seller of goods accepts a credit instrument from his 
eusloinei in payment for his goods, first, because he has confi¬ 
dence in the person who has given it, believing that, when he 
demands the 1 promised money, he will surely get it, and secondly 
because, on the strength of such promises made to him, he can, 
in his own turn, make similar promises to others in payment 
for the goods purchased by him. 

Further they facilitate and cheapen the cost of transmission 
of funds from one place to another. 
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Incidental advantages oj credit. Credit enables governments 
to excavate a Panama Canal or to wage a global war of aggression 
or self-defence, or to construct a Grand Trunk Road, or a sky¬ 
scraper or a trans-continental railway line. In short, things 
which could not have been accomplished without the posses¬ 
sion of huge funds arc made possible by an extensive and 
developed system of rredit. 

Individuals too are enabled by credit to surmount tem¬ 
porary financial difficulties. Credit makes it possible for 
them to satisfy their wants pending the receipt of a sufficient 
income, to purchase a home before the entire purchase money 
is in hand, or to acquire education with borrowed funds. 

Credit enables brainy businessmen with very little money 
in their pockets to embark upon gigantic enterprises. Thus 
credit makes it possible for national resources to be utilised 
most effectively. 

Moreover, credit has helped the growth of large scale pro¬ 
duction and of specialisation in the present day industrial 
society, and has made it possible to vary the scale of production 
to suit changes in demand. Without credit our industrial 
society could not have emerged from the medieval household 
economy and adopted the twentieth century capitalistic sys¬ 
tem of production. 

Credit mobilises wealth lying in small quantities in the 
possession of a large number or persons to form a large mass of 
capital which by being employed productively increases the 
material means of enjoyment in a country. 

A careful control and regulation of credit minimises price 
fluctuations and leads to stability in trade and industry. 

Credit has helped invention, progress, development and 
industry. The great gain accruing from the use of credit 
cannot be overestimated. A great economist has aptly re¬ 
marked that credit has done more to enrich 'nations titan all 
the gold mines of the world put togc liter. 

Dangers oj iridil. Though the advantages of credit are 
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many, yet it has a few latent dangers which cannot be 
ignored. 

History furnishes numerous instances to show that credit 
is liable at limes to be over-issued. In many parts of the 
world people have today become painfully aware of the evil 
consequences which flow from an over-issue of notes, resulting 
ininflation and an abnormal risein the costofliving. Similarly, 
an over-issue of loans encourages excessive speculation and 
results ultimately in over-production. 

At times au enormous superstructure of credit is, in periods 
of optimism, built upon a dangerously slender foundation of 
cash. A slight adverse breeze may then become quite sufficient 
to pull down this weak superstructure and plunge the whole 
community in a financial ciisis and subsequent depression. 

Credit facilities available in a community may sometimes 
enable an inefficient enlicprrnrur to continue, with the help 
of borrowed funds, a losing business long enough to precipitate 
ultimately a big crash which ma> prove t uinous to a large num¬ 
ber of persons. His limited personal resources could never 
have allowed his inefficiency to ha\c so great a scope for 
inflicting financial losses on others. 

The extensive system of credit which pervades the modern 
industrial society makes possible tin* procurement and control 
of so much capital by a persou lhat competition is killed and a 
monopolistic control over the industry is ultimately established, 
with the result that labour is exploited and consumers arc 
fleeced by being charged abnormally high prices. 

Easy credit has permitted Stales and individuals to in¬ 
dulge in wasteful expenditure winch characterises the economic 
life of every land today. 

Kinds of credit. If we focussed our attention on the bor¬ 
rower, credit may he divided into six classes. 

(1) Public credit. It denotes the confidence which 
people have in the ability and willingness of a public body to 
redeem its financial obligations. In other words, it means 
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the borrowing capacity of a public body as is reflected by the 
amount of loan it can get and the rate of interest it has to pay. 
It embraces all borrowing operation 1 ; of governments (central, 
provincial and local) or their promises to pay in the future in 
return for goods acquired in the present. As their current 
incomes cannot suffice fot the construction of a Sarda Canal 
or a Shikarpur—Ballia railway line, loans have to be floated 
iu the shape of interest — bearing bonds and securities. Their 
sales at a discount denotes, generally speaking, a fall in public 
rredit. Some wiilets use this term to signify the general 
credit of individuals in a nation. 

(2) Industrial nr rorpoiation or capital credit provides 
producers fixed capital for their industrial opciations. In 
our society it appeals in the shape of bonds or storks or long¬ 
term loans which provith \ 111 ds for stalling 01 developing 
industrial ventures. 

(3) Mercantile 01 coniineinal imlil is used by producers, 
wholesalers, rctaileis ami omission agents etc. to provide 
themselves will the working capital whidi they require for 
the manufacluie or movement of goods from the original 
producer to the ultimate consumer. It manifests itself as 
short term loans which are raised by means of commercial 
promissoiy notes and bills ol exchange. 

(4j Agricultuial (licdit is employed by agiiculturists 
to provide themselves with fixed capital for long periods and 
working capital for short peiiods of time. 

(5) Personal, individual, i imsmnption, retail or book 
credit enables an individual to iuii up an account and procure 
consumption goods (without making an immediate cash pay- 
menlj on the monthly bill system 01 the instalment plan. The 
recognised earning capacity of the bin rower forms the basis 
of such credit. No collater d security or written promise to 
pay is demanded from the borrower. In case the debtor de¬ 
faults the creditor has the right to take back his goods. 

(6) Banking credit. In issuing bank notes and opening 
cur r ent and lime accounts banks employ this kind of credit to 
borrow money from the public. Banker’s acceptances, letters 
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of credit and debentures too belong to this category. In other 
words, bank credit consists of simple debts due from banks. 
A customer makes his banker his debtor by transfer ring to 
him his credits out of which he assigns to his creditors sums 
due to him from his banker. Such debts as are due from a 
bank to its customers and are intended to be transferred to the 
depositor’s creditors by means of cheques arc known as bank 
credits. 

Tel anothei division. If we consider the uses to which the 
borrowed funds are put and the means by which the obligations 
ihus created are to be met at maturity, credit may be again 
divided into three classes—investment credit, commercial 
credit and consumers’ credit. 

(1) Investment credit is used i'or the development and 
maintenance of industrial enterprises like railways, factories, 
workshops, farms, mines etc. It supplies iixed capital and 
is raised as long term loans through long dated paper. 

(2) Commercial credit prorides working capital to pro¬ 
ducers and traders for financing the production and marketing 
of goods. It takes the shape of short term loans and is raised 
by means of promissory notes and bills of exchange. 

(3) Consumption credit is used l>) individuals to pro¬ 
vide them with consumption goods. It is based on the si/e 
and sources of the borrower’s income. 

Mercantile 01 rommeicial credit and capital or investment or 
industrial credit. The distinction between these two kinds of 
credit rests on (he uses to which the borrowed capital is put 
and on the time which intervenes between borrowing and repay¬ 
ing. Commercial credit gives working capital lor obtaining 
labour supplies and materials needed for producing and 
marketing goods, whereas industrial credit gives fixed capital 
for building factories and equipping them with machines, 
plants, buildings etc. 

Commercial credit takes the shape of short term loans, 
whereas industrial credit manifests itself in the form of long 
term loans. 
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Factors influencing volume oj credit in a country . Trade and 
industrial conditions at home and abroad influence the volume 
of credit available in a country in a large measure. Brisk trade 
and industrial activity create a feeling of optimism and make 
credit abundant, but when business activity is depressed, credit 
also contracts. Wars and expectations of wars loo contract 
credit. Similar is the effect of a public announcement of the 
intention of the existing government to inflate the currency. 
Political changes too disturb the volume of credit in a country. 
Expectations of assumption of power by a party whose election 
manifesto promises a capital levy are sure to curtail credit. 

Speculation increases the demand for credit and leads to 
its extension to a certain limit, butitis also, in its turn, influenced 
by the availability of credit in the community. 

The state of a rountry’s currency is an important de¬ 
terminant of the volume of credit available in it. If a country's 
currency is sound enough to infuse confidence in the public 
mind in its stability and to allow bankers to maintain a low 
ratio of cash to their deposit laibilities, credit will expand. If 
it is otherwise, contraction of credit may reasonably be expec¬ 
ted. Movement of gold to, or from, a country also affects the 
availability of credit, so long as an effective gold standard is 
functioning in the country. With an inflow of gold, the gold 
holding of the central bank improves, the bank rate is lowered 
and credit expands. A 11 out-llow of gold produces the 
reverse effect of contracting credit in the country. 

Factors influencing devt loprnnl oj credit. Business morality 
has exercised an important influence on the development of 
credit in the world. If on demand the creditor is able to 
receive prompt payment and has not to take the help of a 
court of law for enforcing his claim, trust is engendered 
and credit flourishes. Trust makes the written promise 
of a stranger as good as gold and attracts goods from one 
corner of the globe to another without insistence on payment 
to accompany the transference of goods. 

A stable standard for deferred payments has also been a 
powerful factor which has influenced the development of cre¬ 
dit and made creditors postpone their demands for repayment. 
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Moreover, the growing security of private property and evolu¬ 
tion of the legal system so designed as to fully safeguard indivi¬ 
dual rights and to enforce a prompt fulfilment of contracts, 
have been potent factors working in 1 he same direction. 

Credit Instruments 

To us in India credit has bern known from times imme¬ 
morial. In ancient India, tlu* word of the people was as 
good as their bond. Hence credit instruments appeared in 
India long after people had become familiar with the uses of 
credit. We have definite proofs that these instruments existed 
in a developed form among ancient Greeks and Romans and 
Babylonians. In U. S. A. credit instruments account for the 
transaction of near!) 30 to (50 per cent or retail trade and over 
90 per cent of the wholesale trade. At present a great part of 
credit is evidenced by mere entries in account books and is 
known as book credit. A sale on credit by a shopkeeper or 
a loan granted by a banker may be evidenced simply by an 
entry in the books of the shopkeeper or of the banker and may 
have no written promise signed by the borrower to prove it. 
Even then the shopkeeper or the banker has as good a right 
of action and the borrower has as legal a liability to pay as if he 
had executed a written document. All over the world credit 
is transferred by book entries without impairing in the least 
the legal or moral obligation of the debtor to pay. Such trans¬ 
fers arc most common in the clearing houses and 
stock exchanges. Bonds and debentures too are used by 
individuals and joint stock icunpauies foi obtaining consider¬ 
able amounts of capital. But, as all of them ^except debentures 
to bearer) lack negotiability and arc generally not acceptable 
substitutes for money, we shall defer their study to a later 
stage. (By negotiability is meant the quality of a credit instru¬ 
ment because of whiih it can be transferred to anolher person 
in such a way that the transferee becomes the legal holder thereof 
and vested with all the rights of the original holder. Its bona- 
fide purchase! for value without notice of defect in its title 
comes to possess a better title to it than the original holder of the 
instrument with a flaw' in it. In this respect credit instruments 
differ from other commodities and resemble money. An 
innocent person honestly receiving coins, notes, bills and 
cheques from a thief acquires legally a perfect title to them, 
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Bills and cheques are divested of this quality by writing the word 
“not negotiable” accross their face. It is because of this 
characteristic of negotiability possessed by commercial credit 
instruments that they serve as means of payment and substitutes 
for money.) Instruments of credit in India are governed by 
the Negotiable Instruments Act of India. According to this 
Act, a negotiable instrument is a written instrument or evidence 
of debt which may be transferred by one person to another by 
endorsement or delivery so that the legal title to it becomes 
vested in the transferee. 

(Endorsement means the assignment of the sum due under 
the credit instrument by the payee to a new payee by writing 
and signing on the back of the instrument a direction to pay 
to the latter. If the payee endorses an instrument with his 
signature without naming another payee, it becomes payable 
to bearer.) 

Essentials 0 / a negotiahh instrument. A negotiable instru¬ 
ment must be (<?) iu writing, ( b) properly signed, u) negotiable 
in form (i.e. payable to order or bearer), (d) payable in legal 
tender money only, (<•) certain in amount, ( /j payable to a 
designated payee, (£) payable absolutely (not conditionally), 
and [h) payable at a lime that is certain. 

Distinction hetwa n mmy andaedit instruments. In the wider 
sense of the word, money includes credit. In the narrower 
sense in which it is generally used, it includes only those 
forms ofil which are (1) generally acrrplablein the community. 
A piece of money given by the buyer of a commodity to 
its seller is accepted by him on account of the fart that others 
also would arcept that piece of money from him in exchange 
for goods they sell to him. A 1 redit instrument like a hundi 
is only specially acceptable. A seller of goods would accept 
it only when he has full confidence that the promise made in 
the hundi is going to be honoured A third party would accept 
it only if he believed in thesolvenry and probity of the original 
drawer of the hundi. Unlike money, credit instruments 
are never in general circulation but at best they enjoy 
only a restricted circulation. A credit instrument, therefore, 
effects only a fewer number of exchanges than a piece 
of money. 
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(2) The laws of the land do not oblige a creditor to accept 
a credit instrument in discharge of his obligation from his debt¬ 
or but the same creditor cannot refuse the legal tender money. 
In other words, credit instruments are not generally unlimited 
legal tender like some forms of money. 

(3) A credit instrument is a substitute for money, not 
money itself. It is simply a promise to pay money and this 
written promise circulates only w ithin the limited circle in which 
the financial soundness of the parties is known. 

Kindi oj credit inchum nU. Every industry needs both 
fixed capital and working capital [although in varying pro¬ 
portions). The instruments used for providing working capital 
are known as commercial credit instruments and those used 
for raising fixed capital are called investment credit instruments. 

If we focussed our attention on their outward forms alone, 
commercial credit instruments might be plared in two main 
categories: {a) promissory notes and ( b ) bills of exchange, in¬ 
cluding cheques and drafts. But if we took into consideration 
their functions they could be grouped in a different way in 
two classes of (a) promissory notes and bills of exchange which 
promise payment in the future and which are therefore used 
as a means of borrowing and (A) cheques and banks notes which, 
like money, are usrd as a means of payment onlv, uot of bor¬ 
rowing and lending. 

A promissory note is an unconditional written promise 
by X (the maker) to pay either on demand or on a definite 
future date a specific sum of money to Y [the payee) or to 
Y ‘s order or to bearer. It may not contain the name of the 
place of payment. It may be issued by individuals, institu¬ 
tions or governments. There are always two parties to a 
promissory note: [n) the maker or the person who promises 
to pay and (6) the payee or the person to whom payment has 
to be made. If the payee is the bearer of the note, the debt 
due under it can be transferred by simple delivery of the note to 
the person to whom payment may be desired to be made. If, 
in a note, after the payee’s name the words “or order” occur, 
the payee is granted the right to transfer his claim to another 
person by naming him, and writing a direction to that cfTect, 
and then signing his name, on the back of the note. Thus, the 



CREDIT INSTRUMENTS 


589 

note has been endorsed by the payee in favour of another per¬ 
son who becomes the new payee entitled to receive payment 
of tiic sum due under the note. Promissory notes of banks 
payable to bearer on demand are called bank notes. Promis¬ 
sory notes issued by governments and central banks are dec¬ 
lared legal tender and thus become money. In some cases 
the legal tender notes of central banks and governments are 
not in the form of promissory notes but state simply the amount 
for whirh they aic to serve as means of payment. A note 
uuder which only one person is responsible for payment is known 
as a single name paper whereas a note with two or three sig¬ 
natures or makers is railed a double-name or three-name 
paper. All promissory notes (except bank notes and 
currency notes) have to be drawn on properly stamped paper. 

Specimen of a promissory note. 

Rs. 500 J- Allahabad. December 1, 1948. 

Stamp. 

Three months after date 1 promise to pay Sliri Ghon- 
chooji or older the sum of Rupees five hundred only for 
value received. 

Bhondumal. 

A hill of exchange is an unconditionally written order, 
signed by a creditor X (ihc drawer) ordering his debtor £ 
(the drawee) to pay, either on demand or at a definite future 
date, a specified sum of money to V t the payee) or to Pi older 
or to bearer. Thr drawee may indicate his willingness to 
honour it by signing his name under the word ‘accepted’ writ¬ 
ten across the face of the bill. The sum due under an accepted 
bill is a legal liability of the arceptor, guaranteed by the dra¬ 
wer and also by the intermediate holders who have endorsed 
it. Such a bill is readily discounted by banks. Generally, a 
bill of exchange has three parties to it —the drawer, the drawee 
and the payee but when the payee is the same person as the 
drawer, it has only two parties to it. The seller of goods who 
draws a bill on the buyer makes it payable to his own banker 
who will arrange to have the bill accepted by the buyer and 
paid by him on maturity (or get the sum due under the bill 
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'collected 1 from die debtor). The seller need not wait till the 
time of collection of the bill lo leceivc his money. If he has 
created sufficient confident c in his banker he may get the bill 
discounted by his bank and irtcivr its present worth. In 
discounting the bill the banket lias, in e/Tci t, lent the amount 
of its piesent worth to the seller. 

Bills of exchange belong to two bioud (lasses. (1) Sight 
or demand bills whiih aie payable on demand like our Dar- 
\ham hundus, and time or usam e bills winch arc payable aflei 
a specified petiod oT lime like mu mvddalt hmuhes. lAccoi- 
ding to Dr. L. C. Jain bundle\ may sometimes be conditional 
otdeis lo pay and may, therefore, diller in this icspecl from 
bills of exchange). Bills ol exchange may again be dixided into 
[a] inland bills and b) loieign bills 

Inland bills aie those that aie cliuwn 01 made in India 
and made payable in, m drawn upon, am prison lesideut 
therein. Otliei bills that do not answu tins desciiption aie 
letined as foieign bills. 

Specimen ol an internal bill of exchange 


Allahabad. 


Stamp. Rs. llldU. Dcceinbei 2, 1948. 

Tw o months aflei sight, pay to the laliloi ol llie "Leader 
ni oi dec the sum of Rupees one thousand only lot \ alue received. 


To 

The Editor, 

The Pioneer, 
Lucknow. 


Ram Nath Chose 


Foreign bills are a great help to traders. They save all the 
trouble, expense and time which are involved in shipping specie 
from one countiy to another. In thefollowingspccimen an Alla¬ 
habad creditor has ordered his debtor in Philadelphia (U. S. A.) 
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to make payment In his American creditor Mr. J. J. Thomp¬ 
son. In this way cross-shipment of funds between India 
and U. S. A. has been avoided. If the Indian creditor has no 
debt to disi barge in America he may sell his bill to another 
Indian who has to make payment in l’. S. A. Suppose Lala 
Ram Narain Lai has to pay 100 dollars to the Macmillan Co. 
of New Y».ik He will then purchase this bill from Mr. E. V. 
Joseph of Allahabad and send it to his creditor—the Mac¬ 
millan Co. of New York—who will realise this amount from 
Mr. Clark ASarburton ol Philadelphia. In this way accounts 
have been clraied oil without the transmission of actual money 
Irom either country. In international trade between two 
countries, mutual indebtednesses aie offset against eaeh other 
and it Ls onl\ the balance (lint has to he liquidated by ship¬ 
ment of specie or bullion. 

Specimen of a foreign bill of exchange 

100 dollars. Allahabad, 

December 2, 1948 1 

Two months aftei sight of this first of exchange (second i 
and third remaining unpaid) pay to Mi. J.J. Thompson or | 
order one hundred dollars for value received and place the 
same to arrouni as advised. 

To 

Clark Warburtou, 

Philadelphia. L. V. Joseph. 

Bankers’ or linamc bills, lommercial or trade bills or 
tiadc drafts or trade acceptances, and accommodation bills 
arc a few other well-known types of bills. 

Bankers’ or finance bills ar" used merely as a means of 
making payments and transferring balance's and arc secured 
by the reputation of the bank that draws them. 

A commercial or trade bill or trade draft or trade accep¬ 
tance arises out of an actual sale of goods and is sccurrcd not 
only by the general responsibility of the drawer, but also by 
the bill of lading or warehouse receipt representing the goods 



592 


FUNDAMENTALS OF ECONOMICS 


which have been exchanged for the purpose of sale. It is 
an order drawn by a seller of goods against the buyer of those 
goods and accepted by the latter. Documents of title accom¬ 
panying a bill serve as collateral security and provide additional 
security for the debt. 

Accommodation bills or drafts are those hills which do 
not arise out of any business transaction already concluded, 
though there may be ait intention to purchase goods with the 
funds thus procured. Such bills arc generally drawn, accep¬ 
ted and endorsed without any value having been given. 

Cheque*. A cheque is a depositor’s order to his bank to 
pay on demand a specified sum of money to himself or to 
another person or to his nominee or to the bearer of the cheque. 
Thus a cheque is simply a demand bill ol exchange drawn by 
a depositor on his bank. Depositors in (he current acrount 
(and in some banks in the Savings Bank account ton) enjov 
this right of drawing cheques on their banks. A cheque has 
also the same three parties as a bill of exchange, namely, the 
drawer, the drawee and the pay ec. Cheques may be bearer 
cheques, or order cheques and may be ciossed or unciosscd, 
negotiable or not negotiable. 

A bearer cheque, as the name implies, is made payable 
to the person who presents it for encashment to the bank on 
which it has been drawn. The paying bank is under no legal 
obligation to ensure that payment is made to the very person 
whom the drawer wanted to pas. A rhan< c lindri of such a 
cheque may encash it, still the paying bank will not be held 
responsible for making a wrong payment. It does not need 
any endorsement for its valid tiansferenre. 

An order cheque is made payable to a icrtain person or 
order, i.c., to another person in whose favour the payer en¬ 
dorses the cheque. In the case of such a cheque the bank has 
to see that payment is made to the right person. If, through 
the bank’s negligence, it is encashed by someone else the bank 
will be held liable to make good this loss. At the time of trans¬ 
ferring it to another person, it is necessary to endorse it, in 
favour of the person who is intended to receive payment under 
it. 
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Specimen of a bearer cheque 


No. C 6543. Allahabad. May 16, 1948. 

Imperial Bank of India 
Allahabad. 

Pay lo Mr. Kaghunath Piasad or bearer Rupees five 
thousand only. 

Rs. 5000/- Ram Dulare 


A missed cheque is one .imoss the late of which two 
parallel lines with, or wilhoul, tlic words ‘A/()’ or “&Go” 
have been drawn . The drawee bank pass the amount of 
such a cheque only to a bank. Grossing is simply a device 
to make the transmission of cheques from one place or person 
lo another reasonably safe and to miuimisc chances of wrong 
payment. 

Bank Draftv- A bank draft is an oidei by a bank to its 
own branch or lo another bank in oi outside, the country to 
pa> a certain sum of money to a specified person or to his order 
or to bearer. Like bills of exchange, drafts too may be inland 
or foreign instruments. Bank dra I li ate used to minimise the 
cost of remitting funds to distant plai cs. 

Distinction between a bill of exchange, a cheque and a bank draft. 
Of a bill of exchange, both the drawer and the. drawee are, 
individuals, whereas if the drawer is an individual and the 
drawee is a bank, the instrument becomes a cheque. In the 
iase of a bank dtafi, both the drawer and the drawee are 
banks. The payee in each case may be either an individual or 
an institution. 

Uses of iomnitrcial credit in\h aments. These credit instru¬ 
ments economise the use of metallic mone) and provide a very 
convenient medium of exchange. They enable payments 
to be deferred until it is convenient lor the promisor to make 
them and consequently reduce his difficulty and hardship. 
They stimulate production by enabling producers to spend in 
anticipation of receiving the sale proceeds of their produce. 

38 FE 



594 


FUNUAMEDTALS 01' ECONOMICS 


The system of payment by cheques is very safe and con¬ 
venient. The counterfoils of the chcquc-book serve as a record 
of various payments made by Jilt holder of the cheque-book. 
Moreover, the system obviates the necessity of keeping large 
sums of money in one's home. The holder of the cheque book 
has, therefore, very little to fear from thieves. Cheques eco¬ 
nomise the use of legal tender money in a country and 
enable payments to be made conveniently over long distances. 
They constitute also a convenient form in which payments 
may safely be received. 

Specimen op a duislmi iiunm. 

Shri sid.li CUvvnpoic sliubhasihan slid patii bhai Ram 
Lai liar Narain jog liklii Pragjic Ram Nath Chandu Lai ki 
Ram Ram bauchana. Age Jnuidi kita ek ap upar kia rupi.i 
500 ankan panel) sau ke nime do sau pachas ke iloone poore 
dena. Yalnin rakha bhai Imperial Bank of India, Allahabad 
vale ke miti Katik sudi leras se palnmclu- dam dhani jog binu 
jabta rupia bajar chalan lnuuli ki lit thekane I agave dam 
ehaukas kar dena miti Kuar sudi leras Sainvat 1978. 

Specimen of a muddati ui'mji ok usance kiii, 

Sidh Shri Indore inaha subh sutank bhai Ain Baklish 
Madlio Lai likhe Ujjnn se Ram Bihari Lai ka Ram Ram 
banchna. Apprancii Imndi 1 rupia 2,500 aukie parhi* sau 
jiska nima rupia sarlie barah sail ka duna pura atlic rakha. 
The Bank of Indore Limited pas miti Bliadwa sudi 8 se dinco 
satli pichlie name sah Jog luinili ihalan Kaldar ilija, miii- 
Bhadvva sudi 8 Sumvat 1978. 

N. B. The statement of half the amount payable is inser¬ 
ted so as to make liaudulcnt alteration difficult. 

Investment ciedit instruments. These instruments are used 
for procuring fixed capital by industries. They may be con¬ 
veniently classed as (a) bonds and debentures, (b) slocks and 
shares, (c) short term notes and (d) slock holders’ rights. 

(fll Bonds and debentures arc instruments bye means of 
which joint stock companies and governments obtain longterm 
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loans. These instruments represent debts and, therefore, their 
holders are creditors. Bonds which are payable to bearer or 
arc transferable by endorsement air as inurh credit instruments 
as bills and notes. Interest coupons attached to bonds are 
tom off when due and presented for encashment like cheques. 
They are considered safer investments than stocks and shares 
but much of their safct\ depends on 1 he terms of th sc bonds 
and of the trust deed which six urrs or ought to secure, them. 
If the debtor does not regularly pay interest on them, trustees 
may, with the help or a rourt ofhiw, have the debtor’s property 
scizrd and sold ' lock, slock ami barrel.' liven though no 
such fear exists in the minds of governments and municipali¬ 
ties, they are always careful to honoui their bonds because 
they know that, if theypljved loV to one sit or creditors, they 
would find ii extremely rliflii ult to discover another. Of 
course the position of the iicditoi of a lotten company or of 
an impecunious state can ncvn he as safe as that of the 
share-holder of a sound romp.iiiy. Bonds and debentures 
carry a fixed rate of interest iml c\ cn if a company cams 
fabulously high profits, bond liol lers gel only their pound of 
flesh. 


(b) Stocks and shaies npresent the inpital of a joint 
slock compam arid ate plat r d mi its liabilities side by a com¬ 
pany. Although'stock holder- and share holders aie proprie¬ 
tors of their company, vet pun I lasers ol stoiks m shares 
and bonds 01 debentures tieat l mi alike, .is is evidrut from 
their question ‘Shall I im est in bondi m stocks m shares i 

icj Short-term notes are employed lor raising fixed capital 
and usually tun fiom one 1o five years. They are generally 
secured only by the income of the company'. They are issued 
to meet temporary emngem ies. In periods of tight money 
or of general uikci tainty about the future of the industry, it 
is difficult to sell long-term bonds. At a more propitious 
moment ihey ai e ronvci Irrl into long term bonds. Now-a-days 
they arc geneially used to prov th funds for a new tonslruc- 
lion, if thr debt inn be paid off in a short time. Their cl lim 
on the company's income ranks afiei lh.it of bonds. 

(d) Stock-holders’ privileges to subscribe to a new issue 
of shares (floated by their company in proportion to the amount 
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their of existing holdings of shares are issued to them in the 
form of transferable instruments. These rights are bought 
and. sold on the market at prices which roughly represent the 
difference between the issue price'of the new slock and its 
prospective market price. 



Chapter l 

BANKS-THEIR FUNCTIONS AND CLASSIFICATON 

What is a bank? In answering ihis question the Indian 
Central Banking Enquiry Committee of 1931 could do no better 
than say that “the task of defining the term ‘bank’ or ‘banker’ 
which has been regarded as well-nigh impossible mother coun¬ 
tries is much more so in India where a definition cannot be 
drawn up without excluding many firms of indigenous bankers 
and indiviudals who do a considerable portion of the financing 
of the country”. The British Parliament too had to content 
itself by defining a bank as “any firm or institution doing a 
bona fidr banking business”. So diverse are the functions of 
a bank in the modern world that no succinct definition has 
yet been framed. The Hilton Young Commission, 1926, 
proposed that “the term bank or banker should be interpreted 
as meaning every person, firm or company using in its descrip¬ 
tion or title ‘bank’ or ‘banking’ and every company accepting 
deposits of money subject to withdrawal by cheque, draft or 
order”. In 1945 the proposed Banking Companies Act defined 
banking as “accepting of deposits repayable on demand.” 
According to Sayers, “ a ban k is an institution, whose debts 
are widely accepted in settlement of other people’s debts to 
each- other.” Xri other words, a bank is an institution which 
receives deposits of money or of credit and which seeks jirofit 
through the extension or sale of its own credit. In the words 
of Crowtfier “a banker is a dealer in debts — his own and other 
people’s”. 

The banker's chief business -“The banker’s business is, then, 
to take the debts of other people, to offer his own in exchange 

and thereby to ‘createmoney’.The bank does not ‘create 

money out of thin air, it transmutes other forms or wealth 

into money.He (a banker) can turn immobile wealth 

into the mobile for‘liquid’) form of wealth known as money. 
He takes the immobile wealth as asset and gives his 101J 
(which is money) in exchange. This is the very essence of 
the banker’s business” (Crowther). A bank acts as an 
intermediary, receiving on deposit the savings of one set of 
people and granting loans to another. In every community 
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there are a number ol' persons who spend less than they earn. 
Hence it is a major problem to them how to keep their savings 
safely. Banks undertake the sale custody of these savings. 
Their past experience has shown that only a small fraction 
(say 10 per cent) of these deposits is sought to be withdrawn 
at any time. The remaining portion of these deposits could, 
therefore, be lent out by them and an income earned by charg¬ 
ing interest from borrowers at a rate higher than what they 
allow to their depositors. The lure of an additional income 
by way of interest is sufficient to tempi depositors to save as 
much as they can and to leave their savings on deposit with 
banks. This capaiiL) of banks to lend the major portion of 
deposits received from their customers enables banks to‘create’ 
money and, thereby, influence the price level. 

How do banks orate Banks create credit in two 

ways:lirst, by issuing notes, and second, by advancing loans 
to businessmen and creating deposits in their favour. 

When a bank issues notes, it has to keep an adequate 
reserve against its liability created by the issue of these bank 
notes. As only a small fraction of the total note issue is likely 
to be presented for encashment in terms of legal tender (gener¬ 
ally metallic j money, the maintenance of a correspondingly 
small reserve of legal tender (genrally metallic) money by the 
issuing bank suffices to ensure the convertibility of itsnote issue. 
The remaining poi tion of the note issue, dial is not covered by a 
legal tender (generally metallic) j eserve, is protected by eligible 
securities which coustituc the invested portion of the reserve. 
As long as the credit of the issuing bank is good, its notes cir¬ 
culate as money and serve as purchasing power in the hands 
of the public. This is the fust way in which banks create 
credit money. 

There is also a second way in winch banks create credit 
money. When a bank acccpls a deposit from a customer it 
has to pay inteicst to its depositor and iui ur some additional 
expenses on account—keeping etc. Hence it cannot afford 
to keep idly with it all the money that it receives on deposit. 
Its own and other banks' past experience has taught it that 
a legal tender reserve of, say, 20% of its deposit liability is 
quite sufficient to meet the demands of its depositors lor with- 



BANKS—THEIR FUNCTIONS 


599 

drawal of their deposits, and th ■ » the rest may be safely lent out. 
These sums lent out by the bank arc again deposited (by persons 
to whom payments are made by borrowers) with this very 
bank or, may be, with other banks. 80% of thesenew deposits 
are again lent out. In this way, a certain volume of cash reserve 
with banks suffices against a deposit liability to the extent of, 
say, five times its own volume. 

Again, when a bunk is satisfied that a borrower is credit¬ 
worthy and is willing to offer collateral security acceptable to 
the bank, a loan is gi anted to him. The borrower, instead of 
taking out cash may find it more convenient to leave the amount 
on deposit with the bank and to draw cheques against this 
deposit to his credit, as, and when, n**cd aiiscs. Receivers of 
these cheques may tiansl’cr them to others or deposit them in 
their acrount at their banks, and draw cheques against these 
deposits. Sinre cheques serve as a means of payment, banks 
create credit in this way b) granting loans, overdrafts and 
cash credits and by pm chasing securities. These cheques 
swell the volume of the (initiating medium andinnuenre the 
price level in the ,sam*‘ way as successive issues of currency. 

An idea of the extent to which banks can create credit 
may be formed by taking an example. In Britain, the total 
deposits of the British hanks, a bunt iheyrar 19*10, were eslinuled 
at about £2400 millions, whneas the coumr>total stock of 
cash (i. e. other lortns ol money than bank deposits) could 
never have exceeded £ (iOU millions, and the total cash 
holding ol British banks could ceitainly be not more than 
£250 millions. It is, theieibrc, appareut that ihe British 
banks had, about the year 194*), created additional deposits 
to the extent of £2150 millions, othei wise from whrre could 
this amount have come into their possession * 

Functioni oj a bank —A modern bank performs numerous 
functions and renders varied services to ihe community. It 
is by no m*aus, ea y to catalogue, and consider, them all. 

The primary linuuion ni ’t h mir it. m receive-deposits 
f rom th e-public (at certain rales .of interest) and thereby to 
mobilise the nation’s sa\ings to form a large slock ol' capital 
which, by being lent out to tradeanrJ industry (at higher rates 
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of interest), stimulates production and makes it possible to 
raise the standard of living in the country. These deposits 
may be made either in a current account or in a fixed 
deposit account or in a savings bank account. A deposit 
in the current account may be withdrawn on demand (i. e., 
at any time) by drawing cheques against it. A bank does 
not usually allow any interest oil such a deposit. Some banks 
allow it when for a certain length of time the deposit exceeds 
a certain minimum sum fix'd by the bank. A deposit 
in the fixed deposit account, on the other hand, is not withdraw¬ 
able on demand and before the expiry of the period for which 
it was made. A bank receives it subject to a timely previous 
notice of withdrawal mutually agreed upon between the de¬ 
positor and the bank. Rates of interest allowed on these 
deposits vary with the length of the period for which 
money has been left on deposit with the bank. Deposits 
in the savings bank account carry interest but can be withdrawn 
only after satisfying certain conditions. For example, some 
banks allow such deposits to be witlidiawn only once a week, 
and require personal attendance of the depositoi, or his agent, 
along with the pass-book at the time of w ithdrawal, or in case 
a large sum is sought to be withdrawu, a previous timely notice 
is insisted upon. These deposits arc less liquid than deposits 
in the current account. Banks allow only a moderate rate 
of interest on deposits in the savings bank aecouni. 

An efficient discharge ol tills function by bauks encourages 

K "Tc to save and place their savings on deposit with hanks. 

e absence" of banks, people would have cither spent away 
their entire incomes or hoarded their sa\ mgs inside their homes. 
They could not have enjoyed the pleasure of seeing their bank 
balances swelling with every sut cessive deposit and with the 
addition of interest 1o their accounts. 

Deposits may, again, be divided into (a) cash deposits (i.e. 
exchange of aright to draw cheques against customer’s money 
deposit), and (b) credit deposits (or exchange of a right to 
draw cheques by the customer against a right to receive money 
by the bank). When a customer deposits coins, cheques or 
drafts with a bank, a cash deposit is created , and for meeting 
its liability thus created by the customer, the bank has to main¬ 
tain an adequate reserve to meet the demands for withdrawals. 
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Credit deposits, on the other hand, are created by banks in 
favour of their customers by granting then! loans, overdrafts 
and cash credits or by discounting their bills and promissory 
notes. Against these deposits customers draw cheques to 
pay off their other creditors. 

The second function of a bank is to lend money. Driblets 
of spare cash” collected" from a large number of persons form 
ultimately a respectable volume of capital. In dividual, deposits 
may b? withdrawn at any moment but deposits as a whole stay 
with the banker, suffering only slight variations from one date 
to another. The banker knows from his past experience what 
proportions of his deposits he can prudently lend with safety 
for vaiying periods of lime. "Comparatively speaking, al¬ 
though banks bonow in small amounts, yet they lend in large 
amounts, although they borrow for short, periods, yet they lend 
lor long periods; although they take immobile wealth from 
their debtors as assets, yet they lend their IOU’s which are per¬ 
fectly mobile ami liquid, and serve as money. By each one 
of these liansi'onn.itinns the banker lias increased the produc¬ 
tivity of capital. 

Banks’ loans and advances take two principal forms. The 
first form is lhat of loan ol a certain amount for a certain period 
of time, or of an overdraft to a depositor in the current account 
up to a certain limit. Secondly, they may take the shape of 
discounts. When a banker discounts a bill or a promissory 
note, what he docs is to purchase the holder’s right 1o receive 
payment in icspecl oJ that instrument on the date of its ma¬ 
turity. The banker pays the holder of the instrument its present 
worth (i. e. the lace value minus llic interest for the period 
lhat the instrument has still to run), and gets back his money 
on the date of maturity. 

Loans belong to two broad classes of secured and unsecured 
loans. Secured loans are those that arc covered by a deposit or 
pledge of marketable stock exchange securities, bullion, goods, 
bills of lading, warehouse receipts, land and buildings and 
documents of tide thereto, and life insurance policies. On such 
loans bankers charge a lower rate than what they charge on 
laans against personal security alone, because if the borrower 
defaults or becomes bankrupl the loan can be realised from the 



6oz fundamentals of egonomtcs 

sale proceeds of thes" collateral securities or, if the banker needs 
money before the date of maturity, he can repledge them with 
another bank and obtain a loan against them. Unsecured 
loans or clean advnaccs may be made against the promissory 
note of the borrower (in which rase it is known as a one-name 
paper), or against the joint promissory note of the borrower 
and his guarantor or surety ijn which case it is known as a 
two-name paper). 

Indian banks are eixremcly cautious in making unsecured 
advances but cash credits enjoy great populairty with them as 
well as with tire borrowing Indian businessmen. These cash 
credits are loans against borrower's promissory not es, guaranteed 
by two sureties at least and often secured by a pledge of 
securities, goods etc. The lender can withdraw or reduce 
the accomodation whenever he likes, and the borrower has to 
pay interest only on the amount for which the rash credit has 
has been utilised. 

Loans may again be divided into (a) time loans which arc 
repayable generally after a period of a month or more, and 
(b) demand loans including call loans. In the case of one type 
of drmand loans, it is understood that the hank will allow the 
loan to run indefinitely unless the hank’s deteriorating financial 
position necessitates its retail. These loans are, in actual 
practice, terminated only at the option ol the borrower and 
carry usually a low' rate of interest. C!all loans or stork market 
loans are advamed generally to bill brokers and dealers on 
siock exchanges a* 1 d are terminable theoretically at a moment’s 
nntfie from either the hank nr the borrower, but, in urinal 
practice, on giving at least 011 c day’s prior notice. 

Overdrafts are granted by the banks to their approved 
depositors m the current account. In case of overdrafts too 
some banks demand a collateral security, especially if the 
amount of the overdrafts is a substantial one. According to 
the differences in thr credit position of various customers, 
amounts and periods of overdraft allowed to them by a bank also 
vary. 


In discounting a bill, a bank, in reality, gives to the 
holder of the bill a loan in the shape of (the present worth of 
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the bill, which he realises from the drawee on the date of its 
maturity along with the interest on this loan for the period 
that the bill had to run during its ownership by the bank. 
But banks prefer discounts to loans for several reasons. In 
the first place bills have a fixed date of maturity on which they 
have to be either paid or dishonoured, whereas loans' seek 
frequent renewals. Secondly, as the dale of maturity of 
bills is fixed and can neither be hastened nor postponed, the 
discounting hank can know' ihc condition of its assets correctly 
on any date that it chooses. In case of loans this facility does 
not exist for the lending bank. Thirdly, in case of discounting 
bills, banks enjoy the facility of readily re-discounting them 
and converting them into cash, whereas in case of loans, it 
is iiol equally easy to transfer them to another bank and receive 
pay'mrnl in 1 espei 1 of them. Lastly, the discounting of bills 
is considered to be safer than ihc granting of loans because in 
case of bills, not only the drawee but also the drawer and all 
subsequent holdei s thereof are legally responsible for payment, 
whereas in case of a loan only the debtor and the guarantor or 
the surety can be proceeded against for its realisation. 

Formerly, the issue of notes was considered another main 
function of banks, but. at present it is only the central bank of 
a country that is generally authorised to issue notes. As long 
as commercial bulks enjoyed the prisilege of note-issue, they 
had a very profitable business. They retained with them, 
for purposes of their business, the money deposited by their 
customers and paid oil their creditors in terms of notes issued 
by them. In issuing notes a bank is, in reality, lending its credit 
and has to maintain a leserve varying in inverse proportion to 
its strength. The profit of the issuing bank equals the amount 
of interest on the difference between the values or its notes in 
circulation and the reserve maintained for the redemption 
of these notes. Of course, some banks abused this right and 
failed ultimately, but notes issued by sound banks enjoying 
public confidence were willingly accepted by people for settling 
their mutual indebtednesses. This state of affairs continued 
in England till the year 1841: when the British Parliament had 
to pass the Bank Charier Act under which the right of other 
banks to issue notes was restricted and a provision was made for 
its gradual extinction. In India, only the Reserve Bank of 
India, which is the central bank of this country, enjoys the 
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right of note-issue since 1934. Between 1862 and 1934 the 
Government of India retained, in its own hands, the monopoly 
of note-issue in the country. For many years prior to 1862, the 
three Presidency Banks of Calcutta, Bombay and Madras 
enjoyed this ri^ht, but the notes issued by them enjoyed, at 
best, only a limited circulation which was confined mainly to 
these Presidency towns and among business magnates residing 
therein. 

In addition to ihe performance of the important function 
of connecting the users and savers of liquid capital, a bank 
also renders general utility services such as : (a) The iss ue of 
letters of credit, travellers’ cheques, cricular notes and bank 
drafts which enable the customer to utilise the superior credit 
of the bank and to transmit funds economically over long 
distances. 

(b) Acceptance of bills of exchange on behalf of custo¬ 
mers, whereby the bank facilitates the extension of credit 
to its customer by a third party and makes the bills 
readily discountable. 

(c) Acting as bailies, undertaking the safe custody 
of customers’ valuables and securities, and thereby lifting 
a heavy burden off the shoulders of their rich customers. 

(dj Supply of confidential information about the 
respectability, credit, worthiness, and sound financial 
position of their customers who are thereby enabled to 
satisfy distant firms and businessmen and establish trade 
relations with them. 

(ej Banks exert a wholesome influence on business 
morals and foster the spread of commercial virtues in 
the community. In the words of Gilbart, ‘’they encour¬ 
age the industrious, the prudent, the punctual and the 
honest, while they discountenance the spendthrift and the 
gambler, the liar and the knave. They hold out induce¬ 
ments to uprightness, which are not disregarded by even 
tlie most abandoned. There is many a man who would 
be deterred from dishonesty by the frown of a banker 
though he might care but little for the admonition of 
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a bishop”. They encourage economy, thrift, saving 
and investment and thereby attract prosperity to a 
country. 

(f) Supply of trade information about business condi¬ 
tions nl home and abfipad to its customers. 

(g) Supply of' suitable denominations and forms of 
currency to businessmen iu different trade centres. For 
example, if businessmen in the interior parts of the 
country prefer to transact business in terms of coins and 
are disinclined to receive notes, banks working in those 
parts will try to supply specie in exchange for notes and 
thus facilitate trade. 

(h) Transfer of superfluous funds from a place where 
they cannot be very usefully employed to another 
place where they are urgently needed and most 
welcome. 

(ij Transaction of foreign exchange business including 

(i) the supply of foreign exchange to importers to enable 
them to supply foreign goods for home consumption 
and (ii) the discounting of bills drawn by exporters on 
foreign centres whereby exports of home products to for¬ 
eign countries are facilitated. In this way, banks help 
not only the internal trade but also the foreign trade of a 
country. In India, specialised institutions known as 
Exchange banks handle the work of financing the foreign 
trade of the country. 

Apart from these services, banks also act as agents for 
their customers on whose behalf they perform such ser¬ 
vices as: 

(a) The collection and payment of cheques, bills and 
promissory notes. 

(b) The making of regular periodical payments to the 
income tax department, insurance companies, clubs 
and societies according to the standing instructions of 
customers. 
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(c) The collection of dividends on storks and shares, 
and of interest on bonds and debentures held by their 
customers. 

(d) Purchase and sale of stork exrhange securities. 

(e) Serving as correspondents, agents or representa¬ 
tives of their customers and of other banks and financial 
agencies at home and abroad. 

(f) Acting as a truster, attorney or executor for theii 
customers. 

(g) Receiving of rents, pensions, income tax and in¬ 
surance premia on behalf of their customers. 

Cfasiijication oj 6««Aj--The financial needs of the modem 
industrial society are so varied that a country require:, many 
types of banks, each of which is supposed to specialise in, and 
discharge, a particular kind of financial buoincss. As econo¬ 
mic conditions and financial requirements dilfer from one 
country to another, and as banking is a dvnamir process, it is 
difficult to classify banks in a was that may at once satisfy 
scientific accuracy and aetord to realities. liven a simple 
classification which is based on fuin tional differences and 
wholly ignores structural \arlialions may not altogether con¬ 
form to realities, because the same bank may. in at tual practice, 
be found engaged in many types of banking business. 

According to their iuucliuns, bunks may be placed in 
various categories such as commercial banks, industrial banks, 
agricultural banks, mortgage banks, cooperative batiks, sa¬ 
vings banks, central banks, exchange banks and international 
banks. 

Corresponding to the two main types ol credit—commer¬ 
cial credit and industrial credit -there are two principal types 
of banks as well. They are called commercial banks and in¬ 
dustrial banks. Every industry needs two kinds of capital, 
viz., working capital and fixed capital. Commercial banks 
borrow for short periods and are therefore very well fitted for 
lending too for short periods only, i.e. for supplying to a pro- 
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ducer or wholesaler or retailor or commission agent the work* 
ing capital which is needed for the production, movement or 
stocking of goods, and which can be recovered within a short 
period from the sale proceeds of the commodity producod or 
stocked by the manufacturer or the businessman. 

Commercial banks, as a rule, have a small capital, rela¬ 
tively to thrir deposits. Working on so slender a foundation 
of their own funds and having always to reckon with the pos¬ 
sibility of a run on them, these banks prudently keep their 
assets as liquid as possible and avoid locking up their funds in 
supplying the fixed capital requirements of industry. Hence 
they do not generally engage themselves in the promotion of 
new companies nor do they lake that direct interest in a new 
venture (of which they may have even underwritten issues) 
as is necessar) to ensure their surcess. I 11 short, their main 
eoneeni is to maintain under all circuumslances the liquidity 
of the m'jm portion of then assets ami iliey cannot afford 
to allow thr lure of even high' r protits to sacrifice the liquidity 
of their assets. 

Ordinary eoinmeieial banking business largely consists in 
the purchase of personal credit of businessmen and sale of 
banking credit to them by discounting their notes nr creating 
in their favour deposits against which the*} may draw’ cheques. 

Investment or industrial banking, on the other hand, 
concerns itself mainly with the supply of the fixed capital re¬ 
quirements ofindustry for equipping them with durableforms 
of capital like machinery, premises, fittings and iurnilure. As 
most of the funds at the disposal of common ial banks arc fur¬ 
nished hy short term deposits, they cannot afford to lock up 
their money in granting long term loans to industry. As indus¬ 
trial banks determine the channels into which available supplies 
of capital arc to flow, every couni ry realises the important 
part they play in the industrial life of the community. Still, 
till recent years, even a country like Great Britain has had no 
industrial bank worlh the name. No doubl, British commercial 
banks advanced a limited amount of loans for providing far¬ 
mers, householders and industrialists with such illiquid assets 
as farms, houses and extensions to the industrial plant. But 
the amount of help received from commercial banks was 
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necessarily limited. Hence, in November 1919, the Bank or 
England had to start the Securities Management Trust Ltd. 
to lake off its shoulders the duty of assisting basic industries 
like steel and cotton industries and the industrial reorganisa¬ 
tion of the country. The directors of this subsidiary company 
were chosen from amongst well-known experts fully equipped 
with the requisite technical knowledge so that they could 
assist any industry which wanted to rationalise itself. Again, 
on April 15, 1930, the Bank of England with the help of other 
principal banks floated the Bankers’ Industrial Development 
Company Ltd. to deal with an industry as a whole or a regional 
sertiou thereof, not with individual companies. This company, 
probably in deference to the criticism oi the Macmillan Commit¬ 
tee, had later on to reduce itself to skeleton by reducing its 
capital from £ 6 millions to £ 6000. During the last war, De¬ 
fence Regulations and Capital Issues Advi-oiy Committee 
enabled the State to canalise national savings into war, indus¬ 
tries and government loans. In post-war years the national 
demand for an organised agency for industrial finance resulted 
in the starting of the Finance Corporation for Industry in 
January 1915, with an authorised capital of £ 25 millions. 
It has rendered substantial help to British industries hv advan¬ 
cing loans and subscribing to their capital issues. 

To help the financing of industrial reconstruction, the 
British Government had to start, at the end of the last war, 
another specialised institution, vi/.., the Industrial and Com¬ 
mercial Finance Corporation. This institution fills the con¬ 
siderable “credit gap” which cannot be Idled by other banks 
and financial agencies in the country. 

Following the example of Britain, India too had, for a 
long time, no industrial bank worth the -name. Still the 
long-term financial needs of industries were met, though inade¬ 
quately, by certain agencies. In the wake of the Swadeshi 
Movement of 1905, a number of banks cropped up, specially 
in the Punjab, to supply long-term loans to industries, but 
they could not survive the banking crisis of 1913-16. After 
the first world war, a number of industrial banks again came 
into existence, but very soon they either disappeared or chan¬ 
ged their business. It is only recently that an Industrial 
Finance Corporation has been established in India. It is 
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hoped that the assistance and advice of this Corporation will 
facilitate industrial expansion in this country on a large scale 
within a short lime. 

In Japan, however, as early as 1902, the Industrial Bank 
of Japan came into existence to finance the Japanese indus¬ 
tries. Its success ran, no doubt, be called creditable. 

Industrial banks, as a rule, start with a large share capital 
and may further be empowered to raise additional funds to a 
certain extent by issuing long-term bonds aiul accepting long¬ 
term deposits. They hardly receive any short-term deposits, 
hence they ran afford to lend freely to industries for long periods. 
Being share-holders’ banks, they try to invest their money 
where they expect to earn highest profits consistent with the 
assumption of the least amount of risk. They do not care so 
much for the liquidity of their investments. With stock ex¬ 
changes functioning in important cities, at present till* danger 
of their investments remaining altogether illiquid largely dis¬ 
appears. Hcnrc, their clislimti\e guiding principles in the 
matter of investment diflerentiatethem from other banks. Com¬ 
mercial banks always look to l lie liquidity of their assets, 
whereas industrial banks haic their ryes mainly on the pro¬ 
fitability of their investments. 

Some countries have c\oh«*d another system, popularly 
known as ‘mixed banking’. For example, German banks, 
having a large share capital and existing mainly for fmaneing 
the fixed capital rrquit emails of industries, h ivc, by accepting 
deposits from the public embarked upon rommrrcid banking 
as a sideline .nonot ns their priuiipal business. Similarly, in 
the U. S. A., commercial banks also undertake investment 
banking although ihe Banking Act of 1935 has done much to 
limit this admixture iu their functions. 

Like manufacturing industries agriculture too needs 
working capital and fixed capital. Just as industrialists have 
commercial banks to provide them with short-term loans, 
similarly agriculturists have their cooperative banks to supply 
their needs for short-term loans in many countries. No doubt, 
in some countries like the U. S. A. and Canada, commercial 
banks supply short-term loans to farmers as well. Long- 
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term financial needs of agriculturists for buying farms, cattle 
and machinery and for sinking wells arc supplied by the land 
mortgage banks or farm mortgage banks. In India the indi¬ 
genous bankers still play a prominent pan in supplying the 
credit needs of agricull urists all over the country, although 
their methods of business are not altogether straight. 

Another type of banks, commonly known as savings 
banks, stand midway between commercial banks and industrial 
banks. Like commercial banks they too attract deposits from 
the poorer sections of the population but impose certain restric¬ 
tions on withdrawals by depositors. Some of these banks 
permit withdrawal by means of cheques too. Like investment 
banks, they do not lend directly to individuals but buy invest¬ 
ments. 

A .special type of commercial banks, that have specialised 
in foreign exchange business in order to finance the foreign 
trade of India and have their head offices in foreign eouutiies. 
is popularly known as exchange banks. Like other Indian 
joint-stock banks, they receive current, fixed and savings hank 
deposits and finance inland trade spe< hilly in goods iha are in 
transit before leaving the country or immediately after ciueiing 
Indian borders. But, unlike other Indian (ommerrial banks, 
ihey deal in foreign bills, grant loans against bills of lading 
etc., and finance imports of bullion into India. 

Central Banks 

Practically every country today possesses a central bank 
“which constitutes the apex of the monetary and banking struc¬ 
ture of its country,” and which is run noi for earning the maxi¬ 
mum piofit for itself but for maintaining the general economh 
stability of the country and for carrying out the broad mone¬ 
tary policy of the state. Althoughits organisation may resemble 
that of a joint stock bank, yet its purpose is altogether different 
from that of other banks. It is held responsible for regulating 
and controlling the currency and credit in ils country so as to 
maintain the stability of the internal as well as the external 
value of the home currency. It has also to serve as the Bankers’ 
Bank and State Banker, and to provide clearing house faci¬ 
lities in the country. Its duties, therefore, include (a) the mo- 
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bilisation of the banking reserves of the country and their uti¬ 
lisation in warding off runs on member banks and coming 
to the rescue of the money market in times of a crisis, (b) safe 
rustody of the government’s cash balances, (c) maintenance of 
an adequate note-issue in the country, (d) provision of addi¬ 
tional currency in times of emergency, and (e) the provision 
and conservation of foreign exchange. 

State and the r nit al banks. The rapit al of these banks (which 
is not very large in any rase), except that of the State Bank of 
U. S. S. R., was contributed by private shareholders (at present 
a movement for the nationalisation of these banks has set in 
and the Central Banks of England, India and some other 
countries have already been nationalised). Still, in the in¬ 
terests of the safety of government’s cash balances and to 
ensure a due discharge of the onerous duties which are assigned 
to the country’s central bank, the government, even if it does 
not own the bank, uses its authoiity (1) to control the manage¬ 
ment of the central bank by harnessing custom and legislation 
into its service for this purpose and (2) to take a substantial 
sum, i ithcr out of the prolits of the bank or as a franchise tax. 

A central bank has also to undertake agency business lor 
the state. It has to be always ready (1) to lend as much to 
the government as is consistent with a sound banking practice 
and (2) to distribute government loans among other banks 
and individuals. As the financial transactions of a modem 
government mount up to colossal heights, a central bank has 
necessarily to see that they are permitted to create the least 
disturbance in the money market. Traditions too impel a 
central bank to act as slate bankers. Starling on this path by 
accommodating the slate for short periods, central banks ulti¬ 
mately found these loans developed into lone term, and even 
permanent loans, which had to he granted as the price of the 
charter and monopoly right of note-issue. From the XIXth 
centurv central banks began to be called upon to issue govern¬ 
ment loans, although they took uire to pass them on to in¬ 
vestors without subscribing to them or lending against their 
security to any appreciable extent. Thus emerged their de¬ 
signation of the custodian or government’s cash balances, and 
they developed their practice of receiving and disbursing on 
behalf of the government. Circumstances forced even those 
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governments, that had, at first, persistently refused to enter 
into such a relationship with any bank, and had therefore 
maintained separate treasuries and sub-treasuries for this pur¬ 
pose, to abolish them ultimately and utilise the services of their 
central banks as their financial agents. At present, central 
banks (1) issue and repay their governments' short-term and 
long-term loans, (2) hold and disburse state funds, (3) under¬ 
take (hr safe custody of their governments’ cash balanres and 
\,4) manage the public debt. During the world war, rather 
than wait for the successful floatation of a loan in the market, 
the stale would obtain the necessary funds directly Irom the 
central bank. Even after the floatation of a huge loan, the mi¬ 
tral bank had to support the market by lending extensively. 
In both cases the central bank had to carry a huge portfolio of 
resulting obligations. Even the recommendations of the 
Cunliife Committee could not materially i elieve the Bank of 
England of this obligation. Other countries loo have oi dained 
their central banks to support the money market and the state, 
and to finance the governmental short term loans whiih, by 
seeking constant renewal, have, in reality, become long trim 
loans to the government. The Bank of France has been 
made legally and openly to grant huge "permanent interest- 
free loans’ to the French government. Dealings in government 
loans are now considered suitable lor effecting necessary ex¬ 
pansion and contraction of currency in the interest of price 
stab'lisation. Further, a central bank is also lonsHeird to 
be capable of influencing the money market in such a way as 
to enable the state to raise its loans at a lower rale of interest 
and thus save the tax-payer from the burden of heavier taxa¬ 
tion. 


Unfortunate experiences of several central banks about 
the financing of the state during the first world war were ies- 
ponsible for imposing severe restrictions on their powers of 
making advances to the state or buying government securities 
in the post-war period. 

Central banks' relations with the state during the last 
hundred years reveal an alternating loose control and tight 
grip of the state over the central bank. Till the seventies 
of the last century various governments pressed their central 
banks for increasing accommodation, but, with the wide-spread 
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adoption of the gold standard, central banks were allowed 
to enjoy a freer atmosphere till the outbreak of the first world 
war. From 1914 onwards central banks were again yoked in 
the service of the state for bringing the war to a successful 
termination. The seven years preceding the onset of the 
great depression were again marked by the comparative free* 
dora of central banks from state domination. Suspension of 
the gold standard in 1931 and outbreak of the second world 
war in 1939 reversed the process and increased the control 
of the state over central banks. The restoration of the gold 
standard in a modified form by disestablishment of the Inter¬ 
national Monetary Fund raised again the hope that the state 
would loosen the nose-string of central banks but the recenl 
nationalisation of the central banks of Britain, India and oilier 
countries serves as a pointer to the counter direction. 

It will be thus seen that the period prereding the md ol 
the first world war stressed state control but the post-war 
years were marked by a strong feeling against stale interference 
and by the adoption of such measures as could effectively limit 
the opportunities fin state intervention. On the other hand, 
ihepost-dipiession period has seen a further lightening of the 
grip of the stale over its central bank in many countries 
and the complete nationalisation of the central bank in a few 
1 outlines. The earlier idea of making a central bank inde¬ 
pendent of slate control has yielded place to the recent reali¬ 
sation that, in these days of planned economy, the state must 
have conU'ol over, and direction of, the entire economy and 
specially over the central bank which is the heart of the eco¬ 
nomic system of a country. Further, it is now being increas¬ 
ingly realised that prrfect collaboration and complete > 0 - 
operatiou between the state and the central bank are essential 
for the economic regeneration of a rountry in the war ravaged 
world of today. 

Note-issue .—An important function of a central bank is to 
enable other banks to convert their assets into cash in periods 
of stress. At such times a central bank has to lend freely to 
other banks its notes which are substitutes for coined money 
for internal use. Because of their ability to obtain sufficiently 
large amounts of cash from their central bank, member banks 
arc able to ward off even a severe run on them, and are thus 
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saved from resorting to a general contraction of loans which 
may plunge the business community in serious financial diffi¬ 
culties. 

Note-issue, according to Vera Smith, is the chief function 
of a central bank, which derives its other functions and charac¬ 
teristics from this very source. As excessive note-issues promote 
an over-extension of credit, an abnormal rise in the price- 
level, an adverse balance of trade, an exportation of gold and 
ultimately an acute financial ciisis, their control becomes a 
fundamental problem which confronts every central bank. 
At the same time the note-issue of a country should also be 
capable of meeting the legitimate currency requirements of 
the country’s trade and industry at all times. The note-issue 
should, therefore, be elastic also. Hence various methods 
have been evolved for regulating thc\oluine of note-issue in 
a country. 

The first system ofnolc-issuc adopted in 1844 by England 
and later on by several other countries is known as the partial 
fiduciary issue method. Under this sys(< ju, the Bank of Eng¬ 
land was authorised to issue mites up to .1 fixed amount against 
government securities kept by it in the irserve, but all notes 
issued above this amount had to be fully covered by gold, lit 
September 1939, this system was discarded and now the note- 
issue of the Bank of England is diret tiy covered mostly by 
government securities and only a small amount (about £ 
1,500,000) of gold and silver loins is in the reserve. (At pre¬ 
sent all the gold and foreign exchange reset ves of Great Britain 
are concentrated in the Exchange Equalisation Account). 

The second method ol'a fixed maximum issue (which may 
be raised from time lo time) without any gold cover being 

E rescribcd by Jaw has keen followed by England since 1939 and 
y Japan since 1941. France too followed it between 1870 
and 1928. At times this system was found to be rigid and 
inelastic, and at times it led to inflation. 

The third method limits the note-issue to the value of 
eligible government bonds held m the reserve and the paid- 
up capital of the issuing bank. For some lime this method 
was followed by the Colony of the Cape of Good Hope in 
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South Africa where the note-raue was limited to the paid-up 
capital and reserve of the issuing bank and had to be fully 
covered by government securities. This system suffers from 
inelasticity. 

The fourth method is known as the proportional reserve 
system under which the issuing bank is required to m aintain 
a metallic and foreign exchange reserve of at least 25 to 40 
per rent of its note-issue and the remaining portion has 
to be covered by c ertain specified assets. This method has 
been widely adopted, with slight variations, by Germany, 
U. S. A., India and oilier countries. This system possesses 
elasticity. 

The fifth method used in the Union of South Africa since 
1930 prescribes a gold reserve to cover at least a -minimum 
prrcenlagt* of the note-issue, but makes the notes a first charge 
on all the assets of the issuing bank which is, thus, allowed 
greater freedom in the selection of its assets which may be 
used asacoverfbi dial portion of the note-issue which is not 
1 overed by gold. This system combines maximum elasticity 
with adequate safety for the country’s note-issue. 

Former! j, reserve requirements could be temporarily 
suspended on payment of a graduated tax to the state in several 
countries. Recently circumstanres have forced several coun¬ 
tries I o suspend indefinitely, or to abolish altogether, the reserve 
requirements against note-issue which has become infinitely 
elastic. 

(,udit conliol— In order to maintain the stability of the 
price level a central bank has to exercise ‘credit control* loo. 

A central bank can regulate the amount of rredit available to 
other banks by changing its discount rate or by ‘ratin nin g’ 
its credit to various classes of customers. Because of possessing 
the power to weaken or strengthen the cash position of other 
banks, a c cnlral bank can generally enforr' a policy of credit 
expansion or contraction in the country. If the manipula¬ 
tion of the discount rate fails to achieve its end, ‘open-market’ 
operations are undertaken to compel olher banks to cooperate 
with the central bank in the carrying out of its policy of credit 
expansion or contraction. 
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Rationing oj cndit —As an instrument of credit control, 
rationing of credit was employed by the Bank of England to¬ 
wards the end of the eighteenth century by fixing the amount 
up to which it would discount bills of any one customer on 
any day and by shortening the currency of bills eligible 
for rediscount. After the first world wai, rationing in one 
form nr another was again employed by central h anks of 
Europe. Authoritarian states employ it as a logical con¬ 
comitant of their plans. Absence or a developed money 
market in the country and the rigidity of its economic structure 
forced the Bank of Mexico to limit the amount of credit that 
might be granted to any particular customer. The same 
end may be attained by limiting the types of paper eligible 
for rediscount at the central bank. 

The* discount tat r—The oflirial discount rate, i.e., the 
discount rate of the central hank of a country (popularly known 
as Bank rate), is the rate charged by the central bank in respect 
of first class bills of a riven maximum cuiTcncy. In other 
words, it is the minimum rale at which the central bank will 
be prepared to rediscount bills bearing at least two good 
names, one of which should be that ol a member bank or a 
reputable local acceptor, whereas in cases of other bills the 
rate would vary according to their quality aud currency. 

The discount rate has been cmplo) cd by central banks 
as their principal instrument of credit control. A central bank 
is charged with the responsibility of meeting all reasonable 
demands of its customers for accommodation of which they are 
assured by the preparedness of the centi al bank to rediscount 
their bills apparently without limit. But, as the central bank 
has to conserve the supply of credit and protect its gold reserves 
from suffering a dangeious depletion, it has sometimes to raise 
its discount rate so that the demand foi accommodation may 
remain confined to those cases alone which are most urgent 
and necessary. 

In a well-organised money market a close relationship 
between the bank rate and short-term money rates tends to 
be established, if the money market works on a narrow margin 
and depends upon the central bank for ultimate accommodation 
in times of need. This relationship is strengthened by traditions, 
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conventions and acceptance of the leadership of the central 
bank. In limes of heavy season al demand or increased business 
activity the money market has to approach the central bank 
for rediscounts and for obtaining its supplies of loanable funds. 
When a bank obtains its supplies of funds from the central 
bank at the Bank rate, it cannot afford to charge its customers 
any rale lower ihun the Bank rate. In this way the market 
rate of discount is forced up to the level of the Bank rate which 
becomes effective in curtailing credit. Ordinarily, the central 
bank is able to contract credit by raising its discount rate, but, 
at times when the money market has sufficient funds and conse¬ 
quently no need to seek accommodation from the central 
bank, it has to resort to open market operations in order to 
deplete the market of its funds and ‘to force’ it into borrowing 
from the central bank which, then, charges its official dis¬ 
count rate and makes it effective. 

If at any time, the central hunk desires credit-expansion, 
it lowers ils disc ount rale and experts the mouey market to 
follow ils lead and lower the market rate of discount too. If 
the central bank is not obeyed by the rmyicy market, it announ¬ 
ces its willingness to have direct dealings with (by discounting 
bills directly for) the general market. In competition 
with the centra! bank die money market has ultimately 
to lower (In- market rate of discount and allow credit 
expansion. 

In short . the rediscount rate is the principal instrument 
by which the central bank encourages or discourages redis¬ 
counting with it by member banks. By raising its rediscount 
rate, the central bank makes borrowing by its member banks 
more expensive, and thus restrains them from expanding 
credit. By lowering its rediscount rale the central bank makes 
borrowing by member banks cheaper, and thus encourages 
banks to extend credit. The extent to which a central bank 
can make its discount rate ‘effective’ depends on certain 
conditions. If, for example, the price-level is rapidly rising, the 
raising of the discount rate may prove ineffectual to a great 
extent, as central banks of Europe found it to be after the first 
world war. If other banks possess greater resources than the 
central bank, they combine to neutralise greatly the efforts of 
the central bank to restrict credit in the market. 
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Open market operations —If member banks possess sufficient 
funds of their own, the central bank’s discount rate may prove 

f owrrless to restrict credit and raise money rates generally. 

or the purpose of controlling the money market a centra] 
bank is, therefore, provided with another powerful weapon 
known as 'open market operations’. 

Mtamng of opm miLl op<ial>om —Open market operations 
mean the central bank's purchase or sale of any kind of eligible 
assets (such as stock e\ii'am»c ecurities bankers’ acceptances 
or foreign exchange) (or the purpose o( controlling credit in 
the country. 

If the raising ol the discount r ate in order to restrict cr edit 
proves insufficient to raise* lire money rates in the market, the 
central bank lrcgim to sell securities or bills in the market 
and thereby draw money into its coffers till the cash position 
of member banks is so much is cakened that they have to st ek 
accommodation horn the central bank The central bank 
then charges its official race of discount which thus becomes 
effective. 

Similar]), in older to relieve a sudden stringency in the 
money market, a ccutialbauk may r<sotl to c..en dealings 
with the money market, when in competition with the central 
bank other banks will have to 'own then own tates. Alter¬ 
natively, it may start purchasing bills and set uiitirs tih the 
cash holding of nmntrcr banks i> gi rally inflalcd. As they 
cannot afford to keep idly with them laigi amounts of cash, 
they try to attract their borrower, by offerng lower disiount 
rates. In this way, the <cntial bank's lowered Bank rate 
becomes effective. The same end of making Ihe Bank rate 
effective is achieved by the tentral bank by the purchase 01 
sale ot 

(1) The short term loans ol the government (or treasury 
bills), 

(2) long-term loans ol the government, 
v 3) foreign exchan ,e, 
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(4) stock exchange sccuiitics 

(5) banker’s acceptances, 

(6) precious metals, and 

(7) by bmrowing ui repayment of loans in the market 
against the pledge of government securities. 

Open maikt t operations, in this way,increase or decrease 
the supplies of loanable funds in the market and thus force an 
expansion or ion traction of credit in the country. 

It will be ihus seen that the credit policy of the central 
bank linds expression through its effect on the cash position and 
the lending capacity of member banks. Ordinarily, it is not 
necessary to ust ilirse powerful weapons in actual practice. 
The mere Jact that the central bank is armed with them is 
sufficient to ensure the membei banks’ ready submission to 
the wishes of the mural bank in this matter. 

Scope oj op nations of cuitial bank \.—Should a central bank 
act as a relief’ institution only in an emergency or serve as a 
constant equilibria!ing factor in the money market .■*. 

Believers m the emeigency relic! theory hold that a central 
bank exists solely for meeting emergencies and that in a crisis 
alone it should come out “like a fire engine” to put out a financial 
conflagration. On the othci hand, exponents of the banking 
point of view hold that a central bank should function conti¬ 
nuously and regularly like any other bank (and unlike a relief 
institution) and that it should formulate suitable policies for 
every occasion and handle emergent situations as they arise. 
This divergence be tween the opinions of these two schools has 
also created a diffei once in the extent to which a central bank 
should have the right to embark upon open market opera¬ 
tions. During discussions on the Federal Reserve Bill, Ameri¬ 
can banks strongly opposed the grant of power to Federal 
Reserve Banks to operate in the open market, but during recent 
years both Europe and America have admitted that a conti¬ 
nuous and libei ai use of these operations is necessary for central 
banks. If member banks confined their credit extension 
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within proper limits, a central bank can have no legitimate 
occasion to interfere, but, as government transactions, in¬ 
ternational banking op i rations and speculative outburst 
are constantly disturbing the market, the central bank has 
to remain practically all the lime in the market as a constant 
factor. 



CHAPTER U 


EXCHANGE AND INTERNATIONAL BANKS 

The business of mobilising and transferring funds, from a 
country where capital is cheap to another country where it 
is dear, is known as international banking. This transference 
of funds between two countries may also be necessitated by the 
need for the settlement of current international obligations. 
Again, the transference of funds may be for a short term, as 
in the case of acceptance credit, or it may be for a long term, 
consequent on a bond issue. Success in both fields depends 
on a bank’s ability to establish respectable foreign connections. 

European merchants of the 16th century, like the Fuggers 
of Augsburg, appear to have been the pioiuers in international 
banking, having undertaken the financing of foreign trade as 
well as the gi anting ol long-term loans specially to royal bor¬ 
rowers. The hanking house of the Fuggers helped Charles 1, 
King of Spain and Sovereign of Amrrira to become Emperor 
Charles V of Germany in 1519 and, in return, got the right 
to transact the entire banking business of his vast empire aud 
Ihc monopoly ol’ coinage and of working a number of mines 
in Spain and America. Their fabulous wealth enabled them 
to become bishops, barons, dukes and even princes and to sur¬ 
vive even to this day. Coming to the 18lh century we find 
London banking houses undertaking international acceptance 
business, floatation of foreign government loans and sale of 
foreign industrial securities. The best known among them— 
Barilos and Rothscliilds--granted extensive short-term credits 
to foreigners and also raised long-term loans foi them.After 
1914 New York caplurrd the field of international hanking, 
and floated sucessfuUy many loans for the Alb’ed Powers. 
Aller 191B large credits were extended to Germany and Latin 
America too, but their numerous defaults ulimately rlosed 
the doors of this market to defaulted foreign borrowers. Soon 
after the first world war new American banking companies 
began receiving foreign deposits, issuing acceptances and finan¬ 
cing foreign trade. Practically since the beginning of the 
present century a plentiful supply of loanable funds in the U.S. A 
influenced New York to undertake international banking. No 
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doubt, besides London and New York, some oilier centres like 
Paris and Am-itmiam too look an appreciable part in inter¬ 
national hanking. 

Recent political and economic factors have undoubtedly 
paralysed long term international credits and short term inter¬ 
national trade finance, but international deposit banking 
specially in the U. S. A. has been recently greatly stimulated. 
Whereas formerly liquid funiU would seek markets where 
interest rates were high, during the interval between the last 
two world wars their movement cuts influenced by speculative 
forecasts of probable changes in foreign exchange rates, and 
was responsible for introducing a good dc«il ol uncertainty in 
this field. Hence after 1929 many countries had to establish 
exchange rqualisatinu accounts (hr stabilising exchange rates. 

Since 1921) economi' anil hnancial interdependence ol 
\arious countries necessitat'd the maintenance of close co¬ 
op'ration between various central banks. During a modem 
war, credii control and intei-government colhiboialion arc- 
necessary and in peace time too, interrutioiial rediscounting 
and transfers of gold have to he undertaken to prevent nation¬ 
al or global crises. During the first world war such an inter¬ 
national banking cooperation was attempted both by the 
Allied and Central Powrrs. In the post-war puiod too. the 
Brussels Conference of 1920, the Genoa Conference of 1922, 
the World Economic Conferenre of 193,‘k the Macmillan 
Committee and the Gold Delegation emphasised such a col¬ 
laboration in the interesti of the weakened central banks and 
for the prevention of the revival of the pre-war mad“ scramble 
for gold”. After 1924 leading central banks had to promise 
funds for safeguarding the normal functioning of thr new 
currency standards adopted by various rr>unlri>% The Fed¬ 
eral Reserve Bank of New r York promised to purchase British 
bills up to a certain amount at a fixed rate of discount, if need 
arose, to help the maintenance of a Gold Bullion Standard 
in Britain. The success of these experiments in the field of 
international financial collaboration paved the way for dis¬ 
cussing the practicability of establishing a world bank to deal 
with the problems of int< rnatlonal stability of prices and 
control of money markets and of German reparations (im¬ 
posed by the Treaty of Versailles) and other connected issues. 
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The Young Plan of 1929 which superseded the Dawes Scheme 
of 1924 embodied the recommendations of the reparations 
experts aiul originated, mainly for the purpose of dealing with 
the problem of German reparations, the Bank for International 
Settlements which was founded in 1930 at Basic under a Swiss 
charter under (he official sponsorship oi the cen ral banks of 
England, Franc e, Germany, Belgium, Italy, ;utd Japan and an 
American group nfhaukers with an authorised capital of five 
hundred millions Swiss gold francs. Accoiding to its '-tatutes, 
it was intended (i. “to promote the cooperation of central 
banks, (2; to piovidc additional facilities for international 
financial operations; and (3) to act as trust e-- or agent in regard 
to international financial settlements entrusted o it." But 
with Germany's default in paying reparations after 1931 dis¬ 
appeared the main purpose for which it was u rated . Still 
its official status and potentialities as an international 1 anking 
institution, lather than its intrinsic woi th at the present time, 
are responsible loi the anemic 11 that has to be bestowed on 
it. Although it was inUndci m become a < cut ral bank for 
other central banks, yet its 1 rial ions witli otlnM leading central 
banks are reciprocal. Its incorporating id limits iis genera! 
banking business to 11) the acceptam e of deposits from, and 
acting as a discount ajpnt for, oilui «natal banks, dealing 
w'ilh other banks ami individuals mils \.ith the express per¬ 
mission of ihe ceiiti.il bank oJ die round) concerned, (3) the 
purchase and sale of gold and foieign exchange-, v 4 y rediscounts 
lor central banks, ctr. It has no right of note-issue and has 
to maintain a gold or foreign exchange reserve of 4ft per cent 
against its demand liabilities and of 25 per cent against its 
lime liabilites. "In the p.ul the Bank confined itself to rece¬ 
iving and administering deposits expressed in a weight of fine 
gold. Al present the Bank has shortened ihe term of its 
investments and accumulated a substantial stork of gold for 
its own account, partic uJarly in Swiucilanrl and the United 
States.” Assets like rrdiscounlable bills and acceptances 
consisting of commerei.il bills, bankers’ acceptances, and 
Treasury bills, sundry bills and investments and claims, 
and the Bank's funds in Germany levcal the Banks’ main 
activities these days. Its liabilil'es include (1) deposits 
of central banks and other depositors, (2j international 
postal payments account and (3) German Government 
deposits, and throw light on the Banks’ current activities. 
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It has also continued to discharge truster and agency 
business. 

The success of the Bank may be judged from the facts 
(1) that it could float in June 1930 the first German annuity 
loan of three hundred million dollars, and (2) that it was made 
trustee for a new Austrian loan of a hundred million dollars. 
Even though after 1931 Germany slopped paying reparations 
and practically every important country went off the gold 
standard, yet the Bank has survived the last global war and the 
recent appearance of most powerful institutions like ihr Inter¬ 
national Monetary Fund and the International Bank for 
Reconstruction and Development, in the Held of international 
banking. (These two institutions are largely complementary 
in character of membership as only members of the Fund can 
become members of the Bank). 

The InternationaI Momtaty Fund and th< International Haul 
fm Reconstruction and Development. 

The establishment of these two international financial 
institutions, viz, the International Monctan Fund and the 
International Bank for Reconstruction and Development was 
recommended by the United Nations Mouct.iry and Financial 
Conference held at Bretton Woods in Jul\ 1 f) 1 f». 

The former has been set up (1) to promote international 
monetary cooperation and to pi ovule a machinery for con¬ 
sultation and collaboration on in1ernatiou.il monetary prob¬ 
lems; (2) to promote exchange stability, to maintain oiderly 
exchange arrangements among menibeis and to avoid compe¬ 
titive exchange depreciation; (3) to establish shoit term equili¬ 
brium in the international balanres of payments; (4) to 
promote balanced growth of international trade of member 
countries without unduly restricting their freedom to pursue 
their own domestic, social or political policies; (5) to assist 
(a) the establishment of a multilateral system of payments 
in respect of current transactions between members and (b) 
the elimination of foreign exchange restrictions which hamper 
the growth of world trade. Thus, the Fund has been designed 
primarily to meet the short term credit needs of member coun¬ 
tries. The Bank, on the other hand, is intended mainly to 
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stimulate and, where necessary, to supplement the flow of 
international long-term capital for assisting the reconstruction 
and development of member countries with a view to attain 
long-term international equilibrium. 

The relative shares of countries in the share capital, voting 
lights and management of the (wo institutions and the borrow¬ 
ing rights in the Fund (bill not in (he Bank) are regulated by 
the quotas of members, the six largest quota-holders being 
the lb S. A., the United Kingdom, the U. S. S. R., China, 
France and India. 

The International Monclaiy Fund ,iartcd functioning 
from March, 1917 and its first exchange transaction took place 
about the end of May, 1947, when the Fund granted stabili¬ 
zation credits to France and the Netherlands. By the end 
of May 1948 the Fund sold exchange against members’ curr¬ 
encies for more than six hundred m Ilion dollars. Besides these 
sales against members’ currencies, the Fund sold a small 
amount of U. S. dollars against gold. To meet the growing 
deficit in her balanre of payments with the United States, 
India purchased from the Fund nearly 41 million IJ. S. dollars 
till the end of June 1948 by tendering the equivalent of this 
amount in rupees. In June 1917 the Fluid warned member 
countries against external sales ol gold at prices above monetary 
parity anti urged them to eliminate such transactions. In 
December 1947 the Fund directed its members to ob a ! n its 
previous sanction before subsidising gold production. Tn 
obedienre to this diire turn from the Fund, Canada placed its 
proposed scheme (for subsidising gold pioduc lion) which was 
examined and approved by the Fund. In April 1948, the 
Fund advised its members particiapting in tbr European 
Rccoveiy Programme In apply for the pm chase of U. S. 
dollars only in case of exceptional or unforeseen hardship so 
lhat the resources of the Fund may be maintained at a safely 
high level. 

'The International Bank for Reconstruction and Develop¬ 
ment became active from May 1947 when it granted its first 
loan of 250 million dollars to France. Later, the Bank granted 
loans amounting to 263 million dollars to the Netherlands, 
Denmark, Luxemburg, and Chile. These loans have been 

40 FE 
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granted in U. S. dollars, Belgian francs and Swiss francs for 
the purpose of financing imports of capita] goods and equip¬ 
ment necessary for the reconstruction and lehabilitation of 
vital sections of war ravaged European industries, and for the 
development of agriculture and hydio-declric projects 
in Chile. The Bank is, at present, examining some other 
applications for loans from its members. 

In July 1947 the Bank's first issue of bonds totalling 250 
million dollars was heavily over-subscribed in the U. 5. A. 
The Bank’s other floatation of bonds in the Swiss market in 
May 1948 was entirely taken up for investment by the Bank 
for International Settlements. Surh productive loans as these 
are raised in a market, or gi anted to a country out of its own 
paid-up capital and general reserves, onl\ when the Bank is 
unable to promote foreign investment (on reasonable terms 
or in adequate amounts) by guaranteeing tlir whole or a pari 
of the loans which may be made by private investors through 
the usual investment channels. Ordinarily, New York, 
London and other financial centres invest their surplus capilal 
in certain classes of foreign loans and issues of securities at 
relatively low rates of interest, even without any guaran¬ 
tee from the Bank. The Bank's guaiantee is needed only 
for such loans as are sound propositions but arc still not 
being taken up by the market at all 01 can be floated mil) 
at high rates of interest. The Bank's guarantee is really 
an international guarantee which spreads the risks of foreign 
loans over debtor as well as creditor c ountries. As such, the 
practice is likely to prevent the disequilibrium between intei- 
national saving and international investment and to give each 
country a larger stake in the world as a whole. This measure' 
is also calculated to swell the stream of loanable capital and to 
make it available at relatively low rates of interest, say 4 to \ ? 
per cent per annum. In order to minimise the risks assumed 
by the Bank in guaranteeing or granting loans, the government 
or the central bank of the borrowing country has to guarantee 
fully the repayment or the loan and its attachment charges. 

The Fund and Bank plans aim at securing a world economic' 
cooperation of which central banking cooperation forms an 
important part. The Fund plan contains .certain features 
of the gold standard such as ( 1 ) gold as the common measure 
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of values, (2) a fixed par value (in terms of gold) for the curr¬ 
ency of every member country, (3) the confining of fluctuations 
in the exchange rates between currencies of member countries 
within a specified limit on either side of the par value for trans¬ 
actions in gold. It is a modified form of the gold standard 
because (1) its functioning does not entail the free con¬ 
vertibility of currencies into gold, (2) it limits its members 
to exercise the necessary exchange control over capital transfers, 
(3) it allows orderly changes in the par values of currencies 
in cases of fundamental disequilibrium and for uniform pro¬ 
portionate changes in the par value of currencies generally. 
The Fund plan, therefore, removes the rigidity of the 
gold standard and makes it suited to serve the needs of a 
world suffering from disequilibrium, maladjustment and 
disruption caused by the two great wars of this century, and 
possessing managed currencies which occasionally display 
competitive depreciation with its attendant evils. No doubt, 
the deteriorating world economic and political conditions 
these days make the prospects of the success of both the Fund 
and Bank plans rather dark. Moreover, the financial require¬ 
ments of the present world appear to be much more than 
what the resources of the Fund and the Bank can safely supply. 
These twins promise to replace narrow nationalism by broad 
internationalism but much of their success depends on whether 
they can sail quite clear of the Srylla and Charybdis of racial 
discrimination and power politirs which are threatening at 
present to founder the ark of human civilisation. 








CHAPTER LII 


THEORY OF INTERNATIONAL TRADE 

International trade icfcrs to the exchange of goods and 
services between one country or rcqion and another. This 
is to be distinguished from internal or domestic trade which 
deals with trade within the geographical boundaries of a 
nation oi region. 

Why do people engage in uade? For the simple reason 
that such an exchange increases their satisfaction by enabling 
the participants to share the advantages of the division of 
labour. Man has numerous wants, but hr seldom can produce 
all the things he needs. He, theiefore, specializes in produ¬ 
cing things for which he is best fitted and exchanges his 
surplus for the things produced by others. Such a process of 
exchange enriches both the parties. 

On the same principle, each nation tends to concentrate 
on the production of things for which it is most suited. Just 
as specialization benefits the individual, so also it benefits 
regions and countries. Nations differ in their natural resources, 
the skill and capacity of their workers, their geographical 
position and the like. Accordingly, each nation is better 
equipped for taking to some special branch of production 
than every other. It is lo the* advantage ol all to specialize 
in their respective sphere's and exchange their output. In 
the words of Marshall, “If goods, which can be produced at 
home, are yet imported lively from abroad, that shows Uiat 
they can be got generally at less cost by making other things 
with which to buy them from abroad than by the direct method 
of making them at home.’' 

If the justification for all trade, be it internal or inter¬ 
national, lies in the advantages of division of labour, why should 
there be a separate theory for international trade ? The answer 
is, that in spile of similarities, there are certain basic differences 
between the two which necessitate a separate treatment of 
the theory of international trade. It must, however, be made 
quite clear at the very outset that the theory of international 
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trade is but a special case within the General theory of Value. 
The undermentioned distinctions only limelight the peculiari¬ 
ties inherent in international trade which entitle it to a special 
treatment. 

Distinction between fort ign Iradi and home trade . First, labour 
and capital are moic mobile between different pails of the same 
nation than between different nations. The cause of this 
immobili'y is prejudiic, diderernes in language and customs, 
natural ineitia, lestiictions placed by nations and so on. 
Generally *-ptaking, ihc d nee of immobility is gicater fbi 
labour, since it relates to the human factor. But even though 
capital is comparatively more mobile, it tends to congregate 
generally within national boundaries chiefly due to the greater 
risk and uncertainty or foreign investment. Thus, ‘production 
in different countries is carried on in more or less closed or 
noncompeting compartments while production in any one 
country is accompanied byadiurl competition for the several 
agents of production’. 

Secondly, all trade is earth d on in terms of nione). But 
while in internal trade the same monctaiy unit is used, in 
international trade two or more different units are used in one 
transaction. The fact that ‘Hade between nations involves 
not only an exchange of goods but also an exchange of their 
moneys’, raises problems of foreign payments, rales of ex¬ 
change, relative values of the monetary unit, etc., which in 
practice exercise a great influence upon the direction and 
volume of trade. 

Lastly, each country conducts its pioductiou under diff¬ 
erent conditions, regulations and systems. There are diff¬ 
erences in the systems of taxation, of labour legislation, of 
social insurance, of transport and public utility services, of 
commercial and fiscal policy and of industrial organization. 
A nation's economy is shaped by these factors, and conse¬ 
quently such differences have a marked bearing upon the 
course of international trade. 

Conditions leading to into national hade. On the basis of inter¬ 
national division of labour, it can safely be said that commo¬ 
dities tend to be produced in those countries where their 
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cost of production is the lowest. This explains why India 
produces jute, oil seeds, tea and similar goods which occupy 
a prominent place in its export trade. Similarly, Japan pro¬ 
duces and exports textiles and toys, Great Britain manufactures 
and sends out woollen goods and tools, U. S. A. engages in the 
production of machines, car and numerous other manu¬ 
factured products, and has a foreign market for such wares. 

These, then are the important distinguishing features 
which necessitate a separate elaboration of the theory of inter¬ 
national trade, as a special case or the General Theory of 
Equilibrium.* 

Absolut( diffiiinm in cost. In some of these cases the pro¬ 
ducing country has a definite superiority in what it produces 
and exports, ^ coffee in Brazil, spices in the tropics, jute ill 
India, steel in the U.S.A.,etr.)and an equally definite inferiori¬ 
ty in what it imports. The condition which leads to trade 
along these lines is known as a condition of absolute differences 
in costs. Let us illustrate such a case by taking two countries 
and two commodities, and representing the costs in terms 
of labour (as the Classical economists did). 

Jute Woollens 

England I ..nil 2 .mils I Product of onr day'« 

India 2 units 1 unit ) ^Sour. 

Clearly, England enjoys superiority (absolute advantage) 
in producing woollens and India in producing jute. Each 
nation will, therefore, specialize in the field where it reigns 

•Note:- The following is the ‘Modern Classical’ version of the 
theory of inter national Udde. It draws largely on Prof Taussig’s analysis. 
It will be noted that this approrh has for its foundation the obviously 
unrealistic assumption of the ‘Labour-cost principle’. More recent treat¬ 
ment of the snbjert, such as that of Ohlin, Haberler, Williams, Viner and 
some others is critical (in different degrees, of course) of the classical 
analysis, and presents a more scientific, realistic and acceptable disserta¬ 
tion, incorporating the thcoiy of international trade within the boundaries 
of the General Lqilibrium theory. Readers interested in a more advanced 
study would be well advised to follow up the explanation presented in 
this Ghaplrr, with studies from the writers mentioned above. 
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supreme, and engage in trade with the others. The advan¬ 
tage they gain thereby can be expressed in term of the increase 
of total produce. For u each nation meets its own requirements 
of both jute and woollens, the total product of 4 days’ labour 
is 3 units of jute+3 units of woollens. 

But if there is specialization and trade, the total output 
for the same effort is 4 units of jute +4 units of woollens. 

Moreover, on the basis of labour-costs, the ratio of ex¬ 
change between jute and woollens is as follows :— 

England 1 unit of jute for 2 units of woollens 

India 1 unit of jute for $ unit of woollens. 

England gains by exporting woollens and getting any- 
thing more than 1 unit of jute for 2 units of woollens. Similar¬ 
ly India gains if she gets anything more than 1/2 unit of 
woollens for 1 unit of jute. If we neglect transpoit costs and 
other complicating factors, and assume that the intensity of 
demand for these goods is such as to enable the countries to 
share the increase in production equally, the ratio of exchange 
at which trade is carried on will be :— 

1 unit of jute foi 1 \ units of woollens; 
a transaction advantageous to both. 

Equal difftjernes in costs. Let us take another example, 
on the same lines as before :— 

Textiles Woollens 

England 2 units 2 uniu J Product „ dly>! 

India ] unit i unit J labour. 

In this example, England has an absolute advantage over 
India in the production of both textiles and woollens i.e. laboui 
is more efficient in both the industries in England. But 
the degree of superiority is the same in both cases. The ratio 
of exchange is as follows :— 
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England 1 unit of Textile for 1 unit of Cloth. 

India 1 unit of Textile for 1 unit of Cloth. 

Thus even with absolute superiority in both the fields of 
production, England does not gain anything by trading with 
India. And, in spite of its inferiority in both, India does not 
lose by not trading witli England. This situation arises be¬ 
cause the ratio of exchange is the same in both the countries. 

In other words, thei c is equal difference in costs. As is obvious, 
no trade will ensue under these conditions. 

Comparative dijfnencei in toils. The type of cheapness as 
represented under absolute advantage, does not fully explain 
the movements of goods between nations. Tbeie are occa¬ 
sions (and ihc majority of foreign tiade transactions come 
under this head) when a country is superior to another in the 
production of both 1 ommodilics and yet it imports one of these. 

A manufacturing country like U. S. A., imports tools and 
machinery or a cntaiii category iiom Britain, even though it 
may be superior in the production of that. A country like 
England, though better suited to the production of dairy pro¬ 
ducts than Denmark, yet imports such goods from that country. 
What is the reason for such seemingly strange transactions !* 
Undoubtedly, that such a flow of goods brings some gain to 
U. S. A., and England. By concentrating on the production 
of certain manufactures, and exporting them, U. S. A. can 
obtain certain types of tools and machines from Britain at a 
cheaper rate. Similarly, England finds it to her advantage to 
import dairy goods from Denmark in return for machine made 
articles like textiles and cutlery etc. In other words, through 
such transactions, the countries concerned obtain greater 
relative advantages. 

Similar is the case with the productive activities of indi¬ 
viduals. The same person may be an expert manager and 
an efficient clerk, yet he may find it to his advantage to devote 
his energies to the managerial task and assign the job of a clerk 
to another man less efficient than himself. Such specializa¬ 
tion is a common feature of modern industrial organization 
and the results prove the wisdom of the method. Therefore, 
as Adam Smith said, ‘What is prudence in the conduct 
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of every private family, can scarce be folly in that of a great 
kingdom.' 

The condition determining such an exchange of goods 
is known as the principle of Comparative Costs. According to 
this, “£ach country tends to produce, not necessarily what it 
can produce more cheaply than another country, but those 
articles which it can produce at the greatest relative advan¬ 
tage, i.e., at the lowest comparative cost. Each country will 
produce those articles in the production of which its superio¬ 
rity is most marked or its inferiority least marked.” (Viner) 
In other words, those products are exported which are lown 
in price (calculated on the basis of the ruling rate of exchange) 
within the borders of a certain country than elsewhere and those 
are imported which arc higher in price at home than abroad. 

A difference in the cost ratios is, then, the basis of inter¬ 
national trade. What is the factor responsible for cost difl- 
erences between nations. It is Nature’s partiality in distri¬ 
buting its gifts to nations. That is why India with its fertile 
soil, warm climate and cheap labour produces rice, jute, 
sugarcane, tea, etc., at comparatively lower costs and supplies 
these at low prices. Similarly, U. S. A. with its vast resource 
of coal, iron, petroleum, skilled labour, and capital, dominates 
the field of manufactures of various kinds. Its costs are low and 
so are its prices. The case of Japan (with its cheap skilled 
labour and mechanization) a formidable force in pre-war 
world trade, will further bear out that the form and strength 
of productive resources determine costs and prices of goods 
and create differences in the rost ratios between one country 
and another. 

Illusltation. Some assumptions will be made here in 
order to explain the working of the principle of Compara¬ 
tive Costs. We will take only two countries and only two 
commodities and also neglect the cost of transport. Further, 
costs will be represented in terms of labour costs, and it will 
be assumed that production is carried on under conditions of 
constant costs, i.e. the amount and volume of production does 
not affect the cost per unit. 

LatSr on these assumptions will be removed and it will be 
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shown that their removal does not affect the essentials of the 
theory. 

Country Rice Linen 

A 3 Units 2 Units J Products of one day’s 

] labour. 

B 1 Unit 1 Unit 

Country A is superior in the production of both rice and 
linen, but it has greatrr relative advantage in the production of 
rice. For in rice its superiority is three times that of country B, 
whereas in linen it is only twice that of B. Hence it has a lower 
comparative cost in the production of rice and will specialise 
in this branch of production and through its exports obtain 
the required supplies of linen. On the other hand, though 
country B is inferior in both the fields of production, its infe¬ 
riority is less maiked in linen (its comparative cost of linen is 
less). It will, therefore, specialise in the production of linen 
and through its export obtain the necessary supplies of rice. 

The ratios of exchange between the two commodities in 
the two countries are : 

Country A 1 unit of lice for 2/3 unit of linen. 

Country B 1 unit of rice tor 1 unit of linen 

Thus in B more linen can be had for the same amount of 
rice, i.c., linen is cheaper in B, in spite of its low r er efficiency of 
labour. In A more rice can be had forlinen, i.c., rice is cheaper. 
A would gain through trade as long as it procures more 
than 2/3 unit of linen in return for 1 unit of rice. B would 
gain if it gels more than 1 unit of rice in return for 1 unit of 
linen. In other words, both countries would gain, if A concen¬ 
trated on the production of rice and exported it t oB, leaving it 
to specialise in the production of linen and export it to A. 

Moreover, it will be seen that such specialization increases 
total production. For, if both countries continue to produce 
the two commodities, the total product is 4 units Of rice-f 3 
units of linen, for 4 days’ labour. On the other hand if A pro- 
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duces rice and B produces linen, the total product is 6 units 
of ricc+2 units of linen. The gain of 2 units of rice is greater 
than the loss of 1 unit of linen (2 units of rice is equal to 4/3 
units oflinen in A and 2 units of linen in B). Speculation 
and trade have resulted in an increase of the total product. 

It was on the basis of such considerations that Caimes 
made the (oft quoted) statement : “The one condition at 
once essential to and also sufficient for, the existence of interna¬ 
tional trade, is a difference in the comparative, as, contra¬ 
distinguished from the absolute cost of producing the commo¬ 
dities exchanged”. The same idea was elaborated by Ricardo 
in his celebrated example : “Two men can both make shoes 
and hats, and one is superior to the other in both employments; 
but in making hats he can only exceed his competitor by 1 /5th 
or 20 per cent and in making shoes he can excel him by one 
third or 33 1/3 per cent. Will it not be for the interest ol 
both that the superior man should employ himself exclusively 
in making shoes, and the inferior man in making hats ?” 

So we may conclude, that whether trade is due to absolute 
adsautage or comparative advantage, it arises through the 
same fact, namely that the comparative costs of production 
and consequently the relative values of goods differ from 
country to country. 

Introduction of Money-costs. In actual transactions, money 
c ost is the determining factor. The above example needs to be 
modified in order to represent the cost of production in terms 
of money rather than labour. 

Rice Linen Wages Cost per unit 
per day 

Country A 3 units 2 units Rs. 2-8-0 Rs. '833 Rs. 1 ’25 
Country B 1 unit 1 unit Re. 1-0-0 Rs. l - 0 Re. 1'0 

Rice is cheaper in A and linen in B, hence the direction 
of trade will be the same as determined belore on the basis of 
comparative cos f s of production. Such a state of affairs will 
continue as long as wages are related to efficiency. The 
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maximum efficiency of A is three times that of B, and the 
minimum is twice that of B. If wages in B are Re. 1 /-1hey 
should not be Rs. 3/- or more or Rs. 2/* or less in A. That is 
to say, in order that the principle of Comparative Costs may 
apply, the ratio of money wages between the two countries 
must be between an upper and a lower limit. 

What will happen if wages are Rs. 3/- 
Costpir unit 
Rice Linen 

Country A Re. 1 . 0 Re. 1.5 1 Cost per unit when 

I wages are Rs. 3 per 
[ day in A, and Re. 1 

Country B Re. 1 . U Re. 1.0 J per day in B. 

There is now no gain to B in buying rice from A. But 
as the price oilmen is lower in B, the other country, i.c. A will 
import linen. Thus one-sided trade will ensue, ri’s balance of 
payment will be passbe, so ilia' it will send out gold to B in 
payment for linen. This flow of gold will raise prices and 
wages in B and lowci the same in A. Eventually, the direction 
of trade will be the same as before and comparative cost 
advantage will i e-assert itself, with the important difference 
that the range of trade and the gain from trade will be 
narrowed down. 

Similarly if wages fall to Rs. 2/- in A, there is again one¬ 
sided trade, though now A would be exporting rire without 
any reciprocal imports of linen. Gold would flow from B to 
A, raising wages and prices in A and lowering the same in B, 
till a new position of comparative advantage was reached. 

Hence, the principle of comparative real cost applies 
under money rconoray, so Jong as wages bear the proper 
relation to efficiency. If wages are more than in proportion to 
efficiency production will be discouraged till (unless some arti¬ 
ficial force keeps it there) it comes down to levels where trade 
is not profitable, and therefore, not practicable. 

Transport tosh. We had also neglected transport .costs 
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which form an important dement in all trade transactions. 
But the introduction of transport costs does not in any way 
upset the Comparative Cost principle. All that they do is to 
narrow down the range of trade. Suppose the exporting 
country pays transport costs. 

1 . U 

Rice Liurn Rice Linen 

When 

Country A Rs. .833 Rs. 1 . 2.') Rs. .80 Rs. I . 2. r > trans* 

[ port 

Country B Re. 1 . 0 Re. 1 . 0 Re. 1 . 0 Re. I . 15 J costs 

are paid 

The direction of trade is the same as before. But the 
range of trade is narrowed and the gain from trade is less. 
“A goods will not be exported or imported unless the difference 
in its cost of production between the two countries exceeds the 
cost of transporting it Irom one to the other. The export 
capacity of a country docs not depend, solely upon its com¬ 
parative cost of production, it depends also upon the rosts ol 
transport". (Haberler). 

Mon than two commodities. Let us apply the theory to 
more than two commodities. At any time, a country has 
resources and equipment for the production ol a number of 
commodities. But it is not equally efficient in the production 
of all, i.e., its comparative advantage differs lrom commodity 
to commodity. When a country enters upon trade, it 
will export those commodities whose comparative cost is 
lower. How to decide which of these commodities will be 
exported and which imported ? This is done by finding out 
the terms of trade or the rate of interchange between exports 
and imports. And these depend on relalive demands of the 
two countries. If the terms of trade are favourable, i.e., for 
a small amount of export large amounts of imports are ob¬ 
tained, very little of its own goods will have to be sent out— 
perhaps only one commodity. As the terms become less 
favourable, more goods have to be exported than before—one 
or two more goods may enter the export list. Thus the line of 
demarcation between exports and imporls keeps shilling 
according to the changes in the terms of trade. International 



THEORY OF INTERNATIONAL TRADE 64I 

trade, however, continues on the basis of comparative cost 
advantage, so that the presence of more than two commodities 
makes no essential difference to the principle. 

Mow than two countries. Here again, there is no funda¬ 
mental modification in the theory. Suppose there are more 
than two countries. Take a commodity X. Some countries 
will be importing it and some will be exporting it. So we 
divide them into exporting and importing groups. The 
commodity will be exported first by that country which has the 
lowest cost ratio, and if it cannot satisfy the tot 1 demand due 
*0 its cost rising with output, other countries will begin to 
export in (he order of their importance in production. 

Variable mis oj production. It has so far been assumed 
that production is rarried on under conditions of constant 
rosls. This is not true in real life. How will the principle 
hold undei decreasing and increasing costs, i.c., when the laws 
of increasing and diminishing returns are operating. 

Suppose production of both the commodities, in both the 
countries, is carried on under conditions of decreasing costs 
or increasing returns. This implies that the marginal cost 
per unit falls with an increase in output and rises with a reduc¬ 
tion in output. Country A is producing more of rice as it 
caters to the demand of both the home and the foreign mar¬ 
kets. Similarly, country ft is increasing its output of linen. 
Hence the cost for rice in A and for linen in B will constantly 
decrease. On the oth r hand, country A is producing less 
linen, as i* gains by importing it from B. For similar reasons 
B is producing less rice. The cost of linen will rise iu A, and 
that of rice in B. Thus the comparative advantage of A in 
rice, and B in linen goes on increasing with an increase in 
production. The range of trade will be widened, the advant¬ 
ages from such exchange will increase, and lead to complete 
specialization, on the basis of comparative cast differences. 
To illustrate : 

Rice Linen 

Country^ Rs. *833 Rs. 1*25 Cost per unit. Aspe- 

1 cialises in the produc- 

Country B Rs. 1*0 Rs. 1*0 | tion of rice and B in 

J that of linen. 
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Rice Linen 

Country^ Rs. -7 Rs. 1 -35 1 Increasing cost in ope- 

> ration. The range of 
Country B Rs. 1 *2 Rs. -9 J trade extends, lead¬ 

ing to complete spe¬ 
cialization. 

Let us take the case of production under increasing cost 
or decreasing returns. As A produces more of rice and less 
of linen (on the basis of comparative cost differences), margi¬ 
nal costs will rise in the former and fall in the latter. Simi¬ 
larly, B’s cost will rise in the case of linen and fall in that of 
rice. This process may go on till a position of equal difference 
in cost is reached, resulting in a simultaneous production ol 
both commodities in the two countries. Thus with increased 
production and trade, the advantages ot trade will shrink and 
the range of trade will be narrowed down. But so long as 
differences in cost continue, trade will continue. “The division 
of labour will indeed be carried far less than under comparative 
cost since as it is extended, the comparative disadvantage ol 
a country at the margin diminishes and finally disappears 
But it is profitable to carry it up to that point.” 



Rice 

Linen 


Country A 

Rs. -833 

Rs. 1-25 

Cost per unit; trade 
as before 

Country B 

Rs. 10 

Rico 

Rs. 1-0 

Linen 

Production under in¬ 

Country A 

Rs. ’9 

Rs. 1-20 

creasing cost. Range 
of trade has narrow¬ 

Country B 

Rs. ’95 

Rice 

Rs. 115 

Linen 

ed down. 

Equal difference in cost. 
Both articles produc¬ 

Country A 

Rs. *93 

Rs. 1‘IT) 

ed simultaneously in 
both the countries. 

Country B 

Rs. -93 

Rs. 1*17 J 

Up to this point trade 
is on the basis of com¬ 
parative costs. 
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If, however, diminishing costs operate in one branch of 
production, and increasing costs in the other, the position be- 
comes somewhat unstable. The exist ;nce and range of trade 
will depend upon the relative strength of the forces of diminish¬ 
ing and increasing costs. Thus, as shown below, if the export 
industry is under increasing costs and the import industry 
under decreasing costs, when the tendency to diminishing costs 
is stronger, the advantage of trade will further extend. 



Rice 

L : ncn 


Country A 

Rs.-B33 

Rs. 

1-25 


Country B 

Rs. 1-0 

Re. 

10 


Country A 

Rs. -9 

Rs. 

1-T| 

1 The tendency to dimin- 
> ishing costs is stron- 

Country B 

Rs. 1-2 

Rs. 

]-3j 

1 gcr. 





In spite of rise in the cost 

Country A 

Rs. 1-2 

Rs. 

1 - 6'| 

of export commodities, 
[■ trade will have the same 

Country B 

Rs 1*8 

Rs. 

1-5 j 

direction as before. 


But if the force of increasing costs is stronger, the advantage 
will gradually disappear, the commodities will be produced 
simultaneously in both the countries, and the extension of the 
exchange of goods will stop. To illustrate; 



Rice 

Linen 


Country A 

Rs. -833 

Rs. 1-25 ' 

| The tendency to in¬ 

Country B 



i' creasing costs is 

Rs. 1-0 

Rs. 1-0 

1 

J stronger 

Country A 

Rs. 95 

Rs. 1-26 ' 

| Cost differences are 



}■ narrowing down. 

Country B 

Rs. W 

Rs. 1-2 J 

Country A 

Rs. 1-2 

Rs. 1-281 

Position of equal 



difference in costs. 

Country B 

Rs. 1-2 

Rs. 1-28 

• Both countries pro¬ 
duce the two goods; 



J 

nojxade. 
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It can similarly be shown that if export industry is working 
under decreasing costs and import industry under increasing 
costs, the same conclusions as arrived above will hold good. If 
the tendency to decreasing costs is stronger trade will conti¬ 
nue; if the opposite be the case, goods will pass out of inter¬ 
national trade. 


Case 1 

Rice 

Linen 

Rice 

Linen 

Country A 

Rs. -B33 

Rs. 1 -23 

Rs. -69 

Rs. 1 1 

Country B 

Rs. 1 •() 

Rs. 1 -0 

Rs. -8 

Rs. -9 

Decreasing costs arc a stronger force, hence the direction 
of trade is the same as before. 

Case 2 

Rice 

Linen 

Rice 

Linen 

Country A 

Rs. *833 

Rs. 1 -23 

Rs. -b 

Rs. -95 

Country B 

Rs. 1 -0 

Rs. 1 -0 

Rs. -b 

Rs. -95 


Increasing costs are the stronger fori e. After a time trade 
will end, since the cost differences have disappeared. 

Conclusion : The removal of assumptions does introduce 
certain modifications, but it docs not invalidate 
the pi inciple ofGomparativr Costs. The essen¬ 
tials of thr theory remain unassailed. 

Factors Affecting gain from In i f.rnational Trade 

According to Taussig, the extent of a country's gain from 
trade depends upon two factors : first, the trrms ofiutcrnational 
exchange, or terms of trade, and second, the efficiency of its 
labour in producing exported commodities. 

By terms of trade is meant the ratio at which goods 
exchange between two countries. Taking the example of 
countries A and B (page 637); if ihc ratio of exchange is 1 unit 
of rice for 1 unit of linen, A gains 1/3 unit of linen, because in 
the absence of trade it gets only 2/3 unit of linen for 1 unit 
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of rice (according 1o the rate of exchange between the two 
commodities in A ). But at this ratio B does not gain at all and 
will not be tempted to engage in trade with A. if, on the other 
hand, the ratio is 1 unit of rice for 3/4 unit of linen, B gains 1/4 
unit of lin^n at ever) transaction. For in the absence of trade 
it must give J unit of linen to procure 1 unit of rice; now the 
sacrifice is less. Any rate of exchange of 1 unit of rice for more 
than 2/3 unit oflincii hut less than 1 unit of linen will confer a 
benefit on both Lhe fading partners. Thr nearer the rate 
is to 1 imil of rice -2'3 unit ol’linen, the smaller is the gain 
to A and the larger the gain 10 B. Conversely, the closer the 
rate is to 1 unit of rice -1 unit oflinen, the greater is the gain to 
A and the smaller the gain to if. It is clear, then that the terms 
of trade play an impoitant part in allocating a share of the gain 
to two countries lias ing trade relationships with each other. 

But, as hinted above, the tirms of trade arc constantly 
changing. What is the force responsible for variability in the 
terms of trade ? J. S. Mill calls it ‘Reciprocal Demand’. It 
means the relative ilastieitic-s of demand of the two trading 
nations for the commodity of the other, or ‘the demands of the 
two countries for each other’s product in terms of their own 
product’. 

The rate of exchange between the two countries will be 
one at which equilibrium is established, or at which the value 
of a country’s exports is equal to the value of its imports. 
The country with an inelastic demand is prepared <0 give 
more of its commodity for a ter tain amount of the other's 
when a shortage in the supply occurs, (e.g. if A's demand is 
inelastic, it will give more riu* for a unit of cloth). The terms 
of trade will be unfavourable to A, and consequently its gain 
from trade will be reduced. On the other hand, if a country's 
demand is elastic, it will offer less of its goods to procure a 
certain amount of the other's in similar circumstances; (if 
■4 ’j demand is elastic, it will offer less rice for a unit of linen). 
Now, the terms of <rade will become favourable to A, and the 
gain from trade will be larger. To illustrate, suppose at the 
rate of exchange of 1 unit of rice for 5/6 unit of linen exchange 
between A and B is in equilibrium, i.c., (imports just pay for 
experts). Let us say that for certain reasons, A's demand for 
linen increases, but B'i demand for rice remains as before. A 
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will be prepared to offer more attractive terms to B, i,e., more 
rice than before for the same amount of linen, in order to in¬ 
duce B to send more linen. Obviously, the greater intensity of 
A’s demand for B's products will shift the terms of trade 
against it. But at the new rate, which is favourable to £, 
(say, 1 unit of rice for 3/4 unit of linen), B may buy much 
more if its demand is elastic, or it may buy just a little more 
if its demand is inelastic. In the former case the terms of trade 
will be less adverse to A than in the latter case. 1 n the former 
case J’s gain will fall by a smaller amount than in the latter case; 
and converse for the increase in the gain to B. 

Thus ‘Reciprocal Demand' affects not only the terms of 
trade, but also the gain from trade. In the words of Taussing: 
“That country gains most from interna ional trade whose 
exports are most in demand, and which itself has little demand 
for the things it imports, i. e. for the exports of other countries. 
That country gains least which has the most insistent demand 
for the products of other countries.’’ 

The second factor determining a country’s gain from trade 
is its efficiency of labour in producing exported commodities. 
Efficiency of labour is responsible for the differences in the cost- 
ratios, between the trading countries. An increase in the 
efficiency, widens the differences in the comparative costs, and 
thereby widens the field in which profitable trade can be con¬ 
ducted by the nations concerned. The greater the efficiency 
of a country’s workers in its export industries the more its ex¬ 
ports will be in demand. Thus according to Taussing’s state¬ 
ment “that country gains most from trade whose exports are 
most in demand”, the gain from trade will be more. Moreover 
is such a country, the general level of money income will be 
higher. But more impoi tant is the fact that their real income 
will also be higher. For they will be aide to procure more 
of foreign goods in exchange for their lai ger output of export 
commodities. 

In explanation of the above it must be mentioned that 
another important factor determining gain from trade is the 
level of the money income of a country. Other things being 
equal a high general level of income is the outcome of an effi¬ 
ciently conducted export industry. “The country whose de- 
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mand is great for the products of the other country will have 
comparatively low prices and low money incomes; the counter 
whose exports are in insistent demand in the other country will 
have comparatively high money wages and money incomes.” 
(Taussig] For, if a country’s exports are in great demand 
outside, it will have a flourishing export trade and the wages 
of the workers will be high in the export industry. This will 
set the tone for wages in other industries, since, under competi¬ 
tion, labourers will tend to gravitate towards the export in¬ 
dustry where wages are high, unless retained in other indus¬ 
tries by their willingness to pay equally attractive wages. The 
opposite will br true for a country whose exports arc not so 
largely demanded. But, as mentioned before, there is an 
added advantage to the country with a high level of money 
income. It has to pay the same for foreign goods as any other 
country (barring differences due to costs of transport.) Inter¬ 
nationally traded goods have the same price everywhere. 
Naturally, an American with higher income will get more 
satisfaction from such imports than an Indian with lower 
incomes. “The real gain from higher money incomes is 
serured from the lower prices of articles of import.” 



CHAPTER LIU 

COMMERCIAL POLICY 


By Commercial Policy or Trade Policy is meant “all 
measures regulating the external economic relations of a coun¬ 
try.” Through the history of international exchange two main 
policies have held the field. These are Free Trade and Pro¬ 
tection. 


Free Trade 

Free Trade implies freedom of international exchange 
Under such a policy there are no barriers to the movement of 
goods from one nation to another, and exchange is allowed 
to take its natural course. 

P/of ction. Protection implies restriction of trade between 
nations, generally exercised to give sheltei to some home 
industry when it is fared with foreign competition, by keep¬ 
ing out partially or wholly the imports of commodities, an 
opportunity is provided for the growth and development of 
the home industry . This is the chief aim of protection. But 
in a broad sense , all measures of inteiventiou, no mattci 
what their ultimate objective is, if they raise any ailifui.il 
impediment to the normal course ol international exchange, 
are referred to as protective measures. 

In order to decide the relative merits of these two policies, 
there must he some criterion or standard of judgment. The 
proper standard is the ‘maximization of the social product.’ 
All economic actisity aims at producing wealth for the satis¬ 
faction of human wants. Obviously satisfaction will be high 
if the total product is high , i. e. if the social pioduct is at the 
maximum. Therefore, whichever polity promotes such maxi¬ 
mization must be deim.d desirable. 

The case jor jtee trade. Thr basis lor free trade lies in 
the division of labour. If we take a group of people, it will 
be seen that through division of labour and specialization each 
will produce that commodity for the making of which he is 
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most fitted. Exchange then takes place and confers benefits 
on all the participants. No doubt, each one if he made the 
attempt might succeed through his own efforts in satisfying his 
wants, but the total produit and consequently satisfaction 
would be less than under specialization. Hence, thegrcatei 
the division ol lahoui and ( pcctali/ation , the greater is the 
gain and economic piosp»ul> 

Apply tins polk) to nations and we lias c the justification 
for free tiadc. Because ol natural and other facilities, each 
nation is suited lot h< pioduction of some special commodity. 
When theic is ‘•penalization, the labour and capital of a coun¬ 
try tend 10 100 c into (hose channels of industry wheictheu 
conliibution is nadmuin Such luiilorial specialization 
bungs Tains to .ill 1 ice itfd ami maximises thcii social pio- 
dutl when nil 1 national and mlri-regional trade is enteied 
into with a fn e lie ol uonrN Aliy obstacle to the fiee move¬ 
ment cuitaih the jjo ihililics ol ‘penalization and to that 
extent leduccs tl • ‘ocial pioducl “There loi e, since the in- 
toirn* ol am umn mclitv 01 nation is laigc just in piopoilion 
to the extent luv mil it pi ualiscs, the greatest possible h cedom 
ol tiadc is jusliln 1 ” ihllswiith) 

The aigunictiis loi 1 ei liade aic b.isecl upon its advan¬ 
tages, and nia> be sunmausid as follows.- 

Fur had jnoao \ 1 ifoU\ at thiap >ah\. The gain Irom 
this lies 111 an nun a ( 111 the leal income in turns of goods 
and services. Si nr the louign eountiv has natuial advan¬ 
tages in pioduenig the coinin' ditv we inipoit, anv attempt oil 
our pail (o piodutr similai goods will involve unprofitable 
locking up ol 0111 productive icsoucii “By trading we are 
thus enabled lo lice some poitiou ol our productive resources 
loi the satisfaction ol ntlu 1 w ants As a result, our national in¬ 
come is huger b\ whatcvei these released resources produce.” 
(Ellsworth) It is said that this argument favours consumers 
at the cost oi producer* But such is not the case. For under 
free trade, though consumers gain through low prices, pio- 
duicis also gain as (hi factors of pioduction die directed to¬ 
wards that pait ol ihc economy where they can contribute and 
therefore earn u»o>«. Specialization, be it local or interna¬ 
tional, confers benefits on the consumer and the producer alike. 
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Free trade makes difficult the establishment of harmful mono¬ 
polies. When trade is unrestricted, healthy competition exists 
and there are few possibilities for the growth of monopolies. 
There is thus a tendency towards the improvement of indus¬ 
trial technique, arising from an expansion of the area of com¬ 
petition. 


PROTECTION 

Methods of giving Pi oU clion. In the present era, protection 
is a regular feature of the commercial policy of all countries. 
Various methods have been tried, depending upon the object 
in vie w and the needs of the time. In general, protection may 
be given in any of the undermentioned ways. 

Tariffs 01 imports duties. These duties are charged on 
goods which are a rival to similarly produced home articles. 
They cause a rise in the prices of these goods. This gives the 
home producer a better chance to compete with the outsider. 
If the duty is very high, the price rises so high that the commo¬ 
dity Ends no market in the taxing country. In that case home 
production can flourish unhampered. 

Bounties. Refer to the grant of monetai) help by a 
government to a struggling home industry to enable it to face 
foreign competition successfully and stand on its feet in due 
course of time. A new industry has high costs of pro¬ 
duction, and therefore, charges high prices for its output. If 
some foreign producer is able to sell at a lower priee, he can 
be met on equal terms only if the cost of production of the 
home producer is lowered. Through the grant of a bounty, 
government meets a certain portion of the cost and facilitates 
the growth of the internal industry. Such assistance was 
given to the famous Tata Iron & Steel concern during the days 
of its inception and growth. 

Quotas. This involves quantitative restriction of imports. 
A limit is placed upon the amount of foreign goods that are 
allowed into the home market. \s soon as this limit is reached 
imports are terminated. Under a quota system, the home 
producers know how much will come from outside. They arc, 
therefore, free to produce enough to meet the home demand. 
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Commercial treatiei. By mulual agreement, two nations 
decide to extend trade facilities to each other. This generally 
takes the form of the Most Favoured Nation Clause. What¬ 
ever concessions arc given by either nation to a third nation 
are automatically extended to the other contracting partner. 
The range of trade is consequently widened when such treaties 
prevail. It may also take the shape of a bilateral trade agree¬ 
ment, under which two nations decide to regulate their trade 
through a mutually satisfactory agreement. 

Exchange control. The rate of exchange and the amount of 
foreign exchange available, depend upon our Balance of Pay¬ 
ments, of which the most important item is export and import 
of goods and services. In order to maintain a desired rate, 
rigorous supervision o( foreign trade and foreign payment 
becomes necessary. Exchange control is a very effective 
weapon in the hands of the monetary authority and facili¬ 
tates the planning of foreign trade and its direction into de¬ 
sired channels. The last two world wars have witnessed a 
steady progress in the elhcicncy of exchange control mechanism. 
Clearing agreements and Exchange Equalisation Fund are 
devices of furthering a policy of exchange control. In as 
much as measuies ol exchange control can be utilised for 
diverting production into desired channels, they are pro¬ 
tective, in character. 

Exchange depreciation. Under this system , the value of a 
currency in terms of another is purposely lowered so as to 
encourage exports and discourage imports. When there is 
such a fall in the value of a currency, the goods of that country 
become cheaper to foreign purchasers. Demand for such 
goods is artificially stimulated, and the exports increase. On 
the other hand, a fall in the value of a currency in terms of 
another means that foreign goods become expensive for the 
depreciating nation. Imports arc automatically reduced. 
Thus in the new set-up, the home industries can step up pro¬ 
duction (0 meet the additional demand. The effects of depre¬ 
ciation are, therefore, precisely the same as those of protec¬ 
tion. 


Arguments Jor protection. Protection is an established creed 
of modem commerical policy. Good or bad it has come 
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to stay. But whether it is a healthy policy, leading to an eco¬ 
nomic milleniutn or a policy fraught with hidden dangers 
remains to l>e examined. The champions of protection are 
often swayed by a prejudicial outlook, rather than guided 
by a detached, scientific perspective. “Indeed, some argu¬ 
ments which are scicntitn-'Uy quite untenable and which can 
be refuted in a f-'w sentences have the greatest influence in 
practice, in parliament, and in the discussion of the subject 
by interested parties and (he press .’’(Haberler) 

Undoubtedly, some arguments lor protection appeal- 
valid and com inring if judged from (he standpoint of national 
defence, or the maintenance of a particular group or tradition. 
Blit oui standard of judgment is maximisation of the social 
product’. Any argument on commercial policy stands or 
falls according as it increases the social product or lowers it. 

The paupn-labnui argument. The advocates of this argu¬ 
ment assume that a country w r ith high money wages will be 
undersold by a low wage country. Therefore, protection 
is justified by the high-wage country on the ground that it 
keeps out goods made in low wage countries, and eliminates 
injurious competition from that source. This, it is claimed, 
helps in mainluing high wages and a high stand;'id of living 
in the protected country. 

CrUiciuus. This argument is not always applicable. For 
in most cases high wages are paid because labour is more 
efficient, i. e. its marginal productivity is greater. Hence if the 
productivity or clfet liveness of labour is proportionately greater 
in tin* high wage t ountry, as compared to the low wage country, 
it suffers under no handicaps. 

Had the pauper-labour argument been correct, the low- 
wage nations of Asia and Africa should have swept their econo¬ 
mically advanced wrstern competitors of Ametica and Europe 
from the world market. High wage countries like U. S. A. , 
and Britain would stand no chance hi markets of the orient. 
But laris prove otherwise. These highly industrialised nations 
of the west continue to dominate world trade in spite of 
the comparatively higher wages paid. This is so becuase 
the efficiency of their labour is in keeping with the high 
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wages. Such industries requite no protection; they merit their 
domination. 

In .ill industries enjoying comparative cost advantage 
high wages tan be paid and low prices diaged, still leasing a 
margin oi profit for the producer. It is only in industries 
which do not possess this advantage that high wagts cannot be 
maintained without adequate protection. Such industries, 
whose very cxi-aence depends on duties are the most c lamourous 
in publicising the pauper labour argument. On tlv' basis 
of our criterion ol maximum sorial product, these industries 
are a burden to the nation. Factors cl production locked up 
in these could be profitably mobilised Jot use in burn his oi 
production where the nation has comparative UM «d\ milages. 
Obviouslj du n, if protection is called upon to suppe* t the arti¬ 
ficial high wage's of soinchmiialurar indus'n, it nun lie justi- 
fifd from sonic- other poinl olh icw, bur dolu ilely life f om that 
of maximising social product, whic li is our acid t 

Hit IwHH-HKiikft a>gumenl. According |c> this piotection 
icstricis impoils, stimulates home industries and the iby n cates 
a home nuiLcl for indigenous pinclucK If we do not buy 
from a foreign supplier, we will, n.ituially buy at home. 

f ntienm. But it must be remembered that c urtailmrtu of 
imports will ultimately reduce fxpo*’s by < n up,>iovim.)lrly 
equal amount. If time is a gain to the impoit inihetiv, there 
is a loss to tin 1 xpoit industiy. The lc»*-s nl tiiiign n ohit to 
the export industry will create nnemploMmin >n " and to 
that extent adversely a fleet die general p»os]Kii<y ol the pm- 
trrting nation. Moicovoi, the stoppage ol expoil industries 
is a serious matter as it is in (hat sphere thm our nation has 
advantages of • omparalive costs and thuefoic ol specialisa¬ 
tion. To develop some n«'W imlustiv at die rod of the export 
industiy involves at Icasi for some lime an unmmoniic allo¬ 
cation of productive icsources, and a corresponding fall in 
the social product. 

As Taussig says, “To c ut off imports means to cut elf ex¬ 
ports also; it means simply the substitution of exchange within 
the country for exchange between countries.” This type of 
exchange will impose a greater burden upon the consumers, 
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because the home made goods (not having comparative cost 
advantage) will cost more than the previously imported 
commodity. 

Arguments foi keiping money at home. This argument reflects 
a rabid mercantilist outlook. Its supporters claim the sym¬ 
pathy of no less a person than Abraham Lincoln, who is alleged 
to have said “I do not know much about the tariff, but 1 
know this much, when we buy manufactured goods abroad 
we get the goods and the foreigner gets the money. When 
we buy the manufactured goods at home we get both the goods 
and the money.” 

Criticism. As Beveridge caustically remarks, “The only 
sensible words in it are the lirst eight words”. In foreign 
trade goods exchange for goods, money is only a medium 
which facilitates such transfer. If money is kq)t within the 
geographical boundaries of a country and imports arc pro¬ 
hibited, the consumers have to pay much more for the expensive 
home made articles. Their ical satisfaction would be greater 
if cheaper foreign products were allowed entry. Money, 
after all, is the means to un-end and not an end in itself. The 
emphasis should be on maximum satisfaction rather than on 
maximum money inflow. To accept the above argument 
is to deny the advantages of international cli\ision of labour. 

Purchasing power argument , and tin argument /or all round 
protection. Agriculture explains to industry that protection to 
agriculture would be advantageous for industries because 
through protection agriculture would have more income 
or purchasing power which could be spent on the products 
of home industries. Similarly industry appeals to agriculture 
to support industrial protection. 'The parties who would 
gain by duties try to make their wishes palatable to others'. 
Taken to its logical conclusion., such mutual assistance would 
result in an ail round protection. 

Criticism. The more encircling a tariff, the less is the 
gain to the protected industry. ‘Tor all members of that 
industry must now pay more dearly for all other imported 
goods and thus in their capacity as consumers they lose part 
of their gain as producers’. (Harberler) 
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Further, import industries gain at the cost of export in¬ 
dustries. The more encircling is the tariff wall, the more 
isolated is the protecting country. It foregoes the benefits 
of international division of labour. Alongside of this, a less 
profitable use is made of the factors of production. To quote 
Ellsworth : ‘Land, labour and capital which would have been 
devoted to producing exports with which to procure the article 
granted protection would now be transferee! to the protected 
industries. That their productivity is lower in these lines 
is proved by the very fact that protection is necessary.’ 

Equalisation oj costs argument. This is often refered to as 
the scientific solution of the tariff problem. On the face of it, 
motives of justice and fair play appear to provide the inspira¬ 
tion for this argument. It says, let us equalise the cost of 
production of the home and foreign producers and after that 
let the best man win. 

Criticisms. Were this idea to be translated into practice, 
it would uproot the very basis of international trade. Trade 
is carried on because of differences in costs (resulting from 
comparative advantage). The removal of cost differences will 
bring down the whole fabric of trade between nations. In the 
words of Ellsworth: “Such a policy if consistently followed, 
means the complete wiping out of all the advantages from 
international trade, nay,the wiping out of international trade 
altogether. The greater the disadvantage of a country in 
producing a given commodity, the more labour must be given 
to producing it and the higher will be the expenses of the em¬ 
ployer.” This policy puts a premium on inefficiency. 

Other Arguments 

Argument based on retaliation and bargaining. Protection is 
justified as a measure for bringing erring nations to book. 
If another country resticts our goods, we pay it back in the same 
coin. Needless to say there is some psychological and emo¬ 
tional satisfaction in such a tariff-war. 

Criticism. As against this it can be said that free trade 
give., advantages whether or not all countries are practising 
it. The nations which restrict imports, forego the gains of 
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international specialisation. To imitate their undesirable 
action is tantamount to cutting one's nose to spite one’s fare. 
Beveridge condenses thefree trade rase by saying, “If one coun¬ 
try has good haihours, while all the rest have bad ones, it 
will not realise the advantages ot its good Inrbours so fully 
as if all the rest had good ones also. But it will realise some 
advantage; it will he bettei off than if it too, sank rocks all 
round its roast.” But in a world dnmimted by a self-suffi¬ 
ciency complex, this argument g on= greater weight and can¬ 
not be so flippantly rirrumsrribrd. 

Injaut industries augment. Surprising!' enough this argu¬ 
ment has been pul fin ward b\ >n ognised f-ce traders. As a 
matter of fact this is the one really set ions jrgument lot pro¬ 
tection. The chief pi ■iponenls weie liist AUvmdei Hamilton 
(JJ. S. A.', List i(hrmauy) and ,]. S Mill (I'aigland,. 
According to them, itieio mjj be jpUi vai--^+CitTTT 3 ge* in a 
rountiyJLn miring the giowtli ofVp'.i tii ,il u industn, but in 
fare of competition fiom Mtohnlj enfrencTicJ f aeign industries, 
these potential hi In prises rail to spring up* ' TJmrfbrr, it is 
suggested, that in the uiitiarstTiges ofthHi mnwlh wlien thc> 
are compaiable to infants, Ihe stale miei , -langc lor prnpei 
protection and nutrure the growing infant till it reaches full 
and healthy maiurits. Protection must, however, be tem- 
poiars. It must extend lot .1 period 1 mg uiou»li to assist the 
new industrs to title n\ 01 the pang 1 * o| mi sis md 1 arly giowth, 
“At the outset the dnincaic piothtcer has dithcullics and eau- 
nnt meet foreign rontpe .lion. In ihe end he Icarus how to 
produce to best atb.ml. v and then tan bring the article to 
market as iheaplv as die foreigner, even more cheaply." 
1 Taussig' 

(nlicisw. As st.ted before, this argument is advanced 
b) bee tr.ideis. Its theoretical raUdity cannot be disputed. 
But the dangn of sm It protection is two-fold. The first is due 
to the difficulty oi deriding what particular industry can rightly 
be termed infant. And then, oner protection is given and an 
industry develops in the sheltcied economy, ihe realization 
that it is not an infant (i.e. it chies not have the requisite natural 
advantages) cannot easily lead to (he withdiawal of protection. 
If at all such withdrawal is made, it is bound to bring in its 
wake economic dislocation and untold suffering—at least in 
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the short period. That is why once an industry is protected, 
even if it is found unsound, vested interests are created who 
light any proposals for eliminating protection tooth and nail. 

Secondly, experience has taught us the truth of the say¬ 
ing, once an infant always an infant. Protected industries 
tend to become supine and depend more and more upon state 
support, so that (heir existence, far from maximising social 
product, reduces the sum of national welfare. ‘Even when 
the infant becomes a powerful giant he is unwilling to relin¬ 
quish his teething ring’. 

Protection to safeguard against dangeis of specialised indus¬ 
try s. The policy of keeping all one’s eggs in the same basket 
is fraught with numerous dangers. For in a period of eco¬ 
nomic depression, or a war, the national economy would 
receive a serious set bark. The pangs of adjustment and 
shilling of resources from one enterprise to another would 
further lacerate the wouud. To avoid such dark possibilities, 
protection is advocated. Its assistance can be summoned to 
diversify production which ‘would result not only in a higher 
average national income in the long run, but also in the mani¬ 
fold benefits of greater stability.’ 

Criticism. The argument has reason and power. But 
experience proves that certain types of depression (caused 
by trade cycles etc.) have hit protected countries harder than 
non-protected ones. U. S. A., for example, felt the impact 
of the pre 1931 depression moic than did England although 
it was better protected. To follow a protective policy so as 
to lessen the shock of war time adjustments ‘would be so costly 
in terms of lowered standards of living as to be out of the 
question for most countries’. 

One of the fears of specialization is that other nations 
reach industrial maturity and reduce foreign imports. This 
is one of the reasons for decrying specialisation. But such 
fear is ill founded. The rapid industrial progress of western 
nations has not extinguished trade between them, and specia¬ 
lization still has a wide scope. 

The argument fails to take cognisance of the sacrifices 
42 FE 
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involved, in terms of loss of efficiency, higher cost to pro¬ 
ducers and prices to consumers. And is it “not better to open 
up the channels of international trade as a means of reducing 
national rivalries and tensions and thus of lessening the chance 
of war, than it is to withdraw into ourselves and thus to add 
rather than subtract from economic difficulties which confront 
nations' 9 ? 

Protection to military and key iiidushits. 'Defence is moic 
important than opulence 9 is an old and oil repealed dictum. 
In the present era of scientific warfare this argument appeals 
strong. For no nation can prosper if its defence is weak. Eco¬ 
nomic development is possible ouly in conditions of peace and 
security, hence protective measures resulting in such sccuritv 
are advantageous and cannot be criticised. 

Justification Jot Protection. Having made a brief survey 
of free trade and protection, the reader would natural!) 
raise the query that, if as has been made out, free trach 
ensures greater possibilities of raising the National wealth, 
w'hy should protection be the order of the day and be so 
assiduously pursued by all nations. Somr of the reasons air 
enumerated below. 

All will agree that infant industries are in a class by them¬ 
selves, and are entitled to protection on the ground of maxi¬ 
mization of social product. Piotection undoubtedly reduces 
the travails of genesis and thereby enables a speedy, control¬ 
led and almost frictionless transition to an industrial economy. 
There may be practical difficulties, 110 doubt, but these are 
not serious enough to deprive deserving and promising indus¬ 
tries of much needed assistance As discussed elsewhere, 
even free traders owe allegiance to this argument for pro¬ 
tection. 

More or less on par with the above stands the case of 
backward agricultural economics (sec para five under ‘Pro¬ 
tection and India 9 ). In fact, taken to its logical conclusions, 
this argument shades into the infant industries argument. 
For it is in such backward unindustrialised economies, that 
resources existing and potential, fail to form into full grown 
industrial enterprises. Nations of Asia, Africa, Central and 
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South America are today introducing protection for this 
purpose. 

Another argument which justifies protection is the 
changed economic policy of the twentieth century. Gone is 
the ‘laissez faire’ approach of the 19th century, which preached 
and upheld the ‘let things alone’ policy and frowned upon any 
interference by the State in matters economic. Today 
the world has grown to belic\ e in planning (to a grea* 
ter or lesser extent) which obviously means, delegating 
to the State, powers of control of, interference with, and 
centralization and rcgularisation of all economic activities. 
In this era of economic planning and state interference, it is 
a contradiction in terms to talk glibly of free trade and its 
manifold blessings. How ran we reconcile a policy of control 
of domestic economic life vt ith a policy of free external trade ? 
Mo proof is needed to show that foreign trade activities have a 
bearing on various phases of internal economic activities. Ima¬ 
gine free imports of sugar and textile in a nation where the 
State envisages planned production of sugar and textile! 
As a matter ol fact planning production in any indus¬ 
try involves planning its labour and capital resources, 
its raw material and power resources etc. The planning 
authority must hold all s'rands of the economic string in its 
hand. It would, therefore, mean that in a planned economy 
(irrespective of the degree of Slate interference) there can be 
no free trade in the sense in which we have defined the term. 
Even if the planning authority allows freedom of trade with 
some specific purpose (relating to cronomic development 
along certain lines), one tan not term that free trade. It 
would in csseurc be controlled free trade—which is a misnomer. 
To conclude, then, it can safely be maintained that as long 
as the State plays a dominant role in economic affairs 

E rotection must play a leading part. If in the ideal situation, 
umanily reaches 'lie point where the State ‘withers away’ 
protection will have outlived its use, and will be replaced by 
unadulterated ideal, free trade of a type totally different from 
what wc visualize today. 

Finally comes the justification of protection on the 
grounds of practical politics. The doctrine of free trade 
is built upon certain assumptions. Given these conditions 
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Tree trade alone would be the best. But arc those conditions 
present ? Hardly. In a world following the ‘aggressive 
nationalism will ‘o the wisp’, and engaging in frequent wars 
to end all wars, only the impractical dreamer would advo¬ 
cate undiluted free trade. Defence, self sufficiency, full employ¬ 
ment, ideological differences etc, warrant the use of economic 
and political weapons as bargaining counters, and, therefore, 
by the pressure of circumstances, protection becomes the 
reigning imperative. 

In the light of the above, \vc should give due weight to 
the Infant industries argument, the diversification of indus¬ 
tries argument, and the defence and irtaliation arguments 
Free trade, may, in the present context of world affairs, bring 
temporary prosperity to a nation, but it would be like fixing 
on borrowed time. It is not enough to maximise Social 
product for a short period, but rather to follow a policy which 
will ensure maintenance of a certain standard of living and 
gradually raise it to higher levels. Judicious protection is, 
therefore, justified. 


Protection and India 

In India the infant industry argument assumes a far 
greater importance than elsewhere. That is why, selective or 
discriminating protection is suggested without violating any 
canons of free-trade, as a remedy for certain economic ills. 

Our economic and political background is one of foreign 
domination by a highly industrialised and commercial nation. 
On many an occasion, the commercial interests of India were 
subordinated to that of the foreign ruler, with the result that 
our commercial and economic policy had perforce to toe the 
fine of the alien master. In the fight of this it is not surprising 
that Indian industries have been deprived of opportunities 
for healthy growth; Indian agriculture has continued in (lie 
age long rut of eking out a bare living for the tillers of the 
soil; and Indian cottage industries have succumbed in face 
of competition from foreign manufactures. The net result 
is a fall in our social product. 

None can deny India’s possession of rich natural resour- 
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ccs. Our country is rich in raw material, in sources of power 
and in human resources. It has immense possibilities of 
industrial growth and expansion. Faced as we are with 
competition from experienced, advanced and strongly entren¬ 
ched foreign producers, the only way to develop our industrial 
potential is to shelter it during its infancy ana early growth. 
Such a protective policy will raise the national income. (A 
study of discriminating protection in India proves beyond 
doubt the possibilities of rapid growth under favourable 
conditions.) 

It is not for a moment suggested that all round protection 
should be given, nor is it suggested that any industry should 
be termed an infant just to merit state help. Rather, there 
should be thorough investigation and careful selection of 
industries which appear to have a bright future, and then only 
should they be nursed through a protective policy, till they 
reach their full stature. Once this position of stability is 
reached, protection should be withdrawn. As an instance 
reference may be made to the Tata Iron and Steel Works, 
which could not have grown to its present strength without 
adequate protection. But now, it is strong enough in certain 
branches and has ceased to receive state help in those parti¬ 
cular fields. 

Then again, India’s being an agricultural country 
means that its economic development cannot be brought 
about at the desired speed unless proper protection is given 
to a number of productive enterprises. In the words or Pigou: 
"The case for protection with a view to building up productive 
power is strong in any agricultural country which seems to 
possess natural advantages for manufactures. In such a country' 
the immediate loss arising from the check to the exchange 
of native produce for foreign manufactures may well be out¬ 
weighed by the gain from the greater rapidity with which the 
home manufacturing power is developed. The crutches’ 
to teach the new manufacturers to walk, as Colbert called 
protective duties, may teach them this so much earlier than they 
would have learned it if left to themselves, that the cost of the 
crutches is more than repaid.” 

Finally, protection may be advocated not from the point 
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of view of maximum social product, but from that of practical 
politics. In a world torn with strife and power politics, no 
nation can neglect its defence. This automatically implies 
the growth of virile nationalism leading to attempts towards 
economic self sufficiency. India has to retain her newly 
achieved independence. It must, therefore, have a strong 
defence and a diversification of its industries. The ideal state 
of affairs would be that in which there were no tension bet¬ 
ween one nation and another, and the channels of interna¬ 
tional trade and commerce were thrown open to all. But so 
long as sanity does not prevail in international relations, and 
man rushes from one world conflagration to another, each 
nation will have to look after its own intciests, foregoing wealth 
and welfare that could have otherwise been possible. 

Imperial Preference 

Meaning. It implies the formation of a group of several 
nations, bound by a common tie, cadi shuwmg preference for 
the goods of the other, as against the goods of nations outside 
that group. Historically speaking the term denotes a group 
formed by nations belonging to the British Empire. In prac¬ 
tice, lower duties arc charged from members and higher from 
non members. 

Origin. In the last decade of the J 9th century, Great 
Britain was faced with serious competition limn products of 
other European countries, in foreign markets. A large part 
of the actual and potential markets of Asia and Africa, as 
also of Canada, Australia and New Zealand was under the 
sphere of British political and commmial influence. To 
maintain such dominance, British trade policy veered towards 
the scheme of Imperial Preference by strengthening the ties 
of trade between nations belonging to the empire. 

Imperial Preference can be successful provided certaiu 
basic conditions are present. First all the parlies concerned 
must have some possibility of give and take, and second y, the 
entire area user which Imperial Preference is enforced must 
be, on the whole a net importer from abroad. For if it is a 
net exporter the non-member countries may take recourse to 
retaliatory measures and cause a loss to the whole group. 
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On the whole, a policy of Imperial Preference is less 
injurious than tariffs. TV latter consists of an increase in 
duty and resticts the scope of trade. But Imperial Preference, 
though it restricts trade between one area as against the rest 
of the world, makes possible conditions of free trade within 
that area. It is a step leading to greater freedom of trade 
provided the area in question is large. 

A serious drawback, arises, however, when we compare 
the gain to manufacturing and agriculturing countries. The 
Fiscal Commission of India 1921, remarked: ‘‘Manufactures 
nearly always met with competition in the foreign markets, 
and, therefore, a preference on manufactures is nearly always of 
value. The position in regard to raw materials is different. 
In the first place they are usually admitted free into foreign 
markets, so that the possibility of a preference does not arise; 
in the second place it is an obvious fact that to a large extent 
they find their markets ready made, whereas the market for 
manufactures has to be developed and carefully nursed. With 
comparatively small degree of competition to meet, it is clear 
that raw materials stand very much less in need of preference 
than do manufactures, and that the gain to them by pre- 
frence is likely to be correspondingly smaller. With regard to 
foodstuffs, the genrcal tendency in most countries is to admit 
them free and the possibilities of preference are limited." Add 
to this the difficulty of administration, often resulting in chaotic 
commercial conditions, and the ever present danger of poli¬ 
tical bickerings and trade retaliation by countries outside the 
golden circle. 

India and Imperial Preference. Despite the majority report 
of the 1921 Fiscal Commission which considered imperial 
Preference injurious to India, we were asked to join the scheme 
on the grounds of ‘loyalty to the empire’. It was strongly 
held, however, that certain principles should govern the 
trade pacts with empire nations. First, that there should be 
no grant of preference on any article without the approval 
of the legislature. Previous to the legislative decision, the 
Tariff Board should examine the proposals. Secondly, no 
preference should be given so as to diminish the protection 
required by industries. And finally that the balance of gain 
and loss should not be unfavourable to India. Thus ( prc- 
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ference with protection' was foisted on India through a number 
of trade treaties ranging from 1927—32—35—&. to 39. The 
beBt known of these is the famous Ottawa Pact of 1932. 

A post-mortem of Imperial Preference in India shows 
that any gain we may have had is negligible. There are 
many facts to prove this. First, India's exports have for the 
large part consisted ' f raw materials and foodstuffs, which 
require no preference. Moreover, as similar raw materials 
and foodstuffs arc produced by other empire countries also, 
we had to face a stiff competition within the imperial struc¬ 
ture. Secondly, the only market for Indian manufactured 
coarse quality goods was outside the empire. Thirdly, India 
has been a backward agricultural country, whose dire need is 
industrial growth and expansion. The policy of Discrimina¬ 
ting Protection can succeed, if foreign competition is held 
in check no matter what its source. But so long as we give 
preference to in.initfacturcd goods, the object of protection 
is defeated. '‘If India is to develop her industries rapidly 
and with minimum burden upon the consumers it is essential 
that the protection should be adequate against all competitive 
imports, irrespective of country of origin. The accepted policy 
of Imperial Preference will impair the effectiveness of Dis¬ 
criminating Protection. Inadequate protection is a serious 
danger.” Fourthly, lor articles which do not constitute an 
unfair competition with our goods, it is in our interest to buy 
from the cheapest supplier and not limit our choice to coun¬ 
tries enjoying Imperial Preference. Fill lily, in a number 
of agreements with Britain there lias been an absence of 
reciprocity, which is detrimental to us. A study of the various 
trade treaties will bear this out. And finally as has been 
pointed out by a critic, “India’s abstention from the scheme 
of Imperial Preference would have meant a vindication of the 
principle of sanity in the regulation of international trade, 
and probably caused serious damage to the scheme”. 

7 he julurc of Imperial Pre/t rente. The post war years have 
witnessed a rapid disintegration of the British empire. The 
pressure of historic forces have changed the lace of the imperial 
edifice in spite of Mr. Churchill's solemn declaration that he 
had not become the king’s first minister to preside over ihr 
liquidation of the British Empire. With the independence 
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of India, Britain has lost her Asiatic sphere of influence. And 
yet for some Commonwealth countries there may be a volun¬ 
tary inclination towards imperial preference if there are no 
back door tactics and a sane liquidation is allowed to their 
sterling balances. 

Discriminating Protection 

The Indian Fiscal Commission 1921, appointed as a 
result of strong public sentiment in favour of protection, decided 
in favour ol a policy of ‘Discriminating Protection’ for 
India. 

When a certain industry, or a number of industries, 
which have possibilities ol' development, but have not shown 
appreciable progress because of foreign competition, are selec¬ 
ted and given protection, the process is referred to as one of 
discriminating protection. This implies that protection is 
not general or hajili. / aid, but is given only to deserving and 
promising industries. 

As to how u promising industry is to be selected, the Com¬ 
mission laid down three conditions winch must be satisfied, 
before protection was grauted to an industry. 

1. “The industry must be one possessing natural advantages, 

such as an abundant supply of raw materials, cheap 
power, a sufiicicnt supply of labour, or a large home 
market.” 

2. “The industry must be one, which without the help of 

protection either is not likely to develop at all or is 
not likely to develop so rapidly as is desirable in the 
interests of the country.” 

3. “The industry must be one which will eventually be 

able to face world competition without protection'. 

A Tariff Board of three members was appointed to 
examine the claims of an applicant, and if satisfied as to the 
genuineness of the appeal, to recommend to the government 
proper measures of protection. 
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It must be said in favour of discriminating protection that 
it has brought about the rapid growth of some of the major 
industries of India. The Iron and Stcrl industry, which was 
the first one to be protected, has grown to healthy maturity', 
and is now able to face world competition without any help 
from the state. There has also been rapid development of the 
Sugar industry, the Paper industry, the Match industry*and 
the Cotton Textile industry. Some of these—noticeably the 
Sugar industry—are able to meet practically all of our inter¬ 
nal demand. Subsequent to the appointment of the new 
ad-hoc Tariff Board in 1945, more industries have sought and 
been granted protection. 

There are two important criticisms against the policy. 
First is the rigidity of conditons, which hampers rapid indus¬ 
trial development. Instances are not larking where the 
conditions for protection were interpreted in a very narrow and 
rigid manner, as a result of which certain deserving indus¬ 
tries were deprived of state-assistance. An industry may not 
be favourably placed with regard to all the natural advantages, 
i.e., raw material, power, labour and markel. But it should 
be remembered that some of these facilities arise automati¬ 
cally on the growth of that industry—particularly those referring 
to labour and market. To insist upon the piesence of all 
these advantages at the very outset may often be unfair and 
lead to a short sighted policy. Thus the Glass industry was 
refused protection in 1928, as Soda-ash forming only 25% 
of the raw material was not available in India. Later in 1932 
in spite of favourable recommendation by the Tariff Board, 
the government shelved the report and rejected the appeal. 
Similarly, the electric wire and cable industry, had all the 
facilities except the availability of raw material (which was 
imported), but it was not considered good enough for pro¬ 
tection. Worse was the plight of the magnesium Chloride 
industry, whirh sought protection in 1925, against a ruthless 
German monopoly, but was refused on the ground that the 
industry can exist without protection. “The fears of the 
Minority Report of the Fiscal Commission that these condi¬ 
tions are stringent and that they will delay the industrial 
development of the country, have come true.’’ The growth 
of the Textile industry in Japan and Lancashire, and of the 
Jute industry in Dundee, show that even when all natural 
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advantages are not present, protection granted on the basis 
of a few favourable fac'ors, can prove very successful. It is, 
therefore, necessary that when applied to a backward country, 
the rules should be more sympathetically and liberaelly inter¬ 
preted. 

The second drawback is that the Tariff Board has often 
proved ineffective and suffers from all the disadvantages of an 
ad hoc body. Its findings have sometimes been arbitrarily 
rejected. Under a policy of discriminating protection so much 
devolves upon the strength and ability of the Board that any 
weakness in it is sure to have adverse effects on the whole 
system. 

But these are not so much the defects of the system as of 
its application. As such there is every hope that an improve¬ 
ment in the method of application will rectify past mistakes. 
Taken by itself, the policy of discriminating protection is 
more sound and sensible than one of general protection. As a 
backward agricultural nation, India must protect its 
infant industries. The best results are likely to be achieved 
under a sensible and balanced policy of discriminating 
protection. 

The Indian 7 arijf Board. The Indian Fiscal Commission 
1921, favoured a policy of discriminating protection, and sug¬ 
gested that the work should be done through a Tariff Board 
(of 3 members nominated by the government), which will 
examine the need for protection to an industry and will make 
the necessary recommendations to the government. The 
Commission were of the opinion that ihe Board should be a 
permanent body and enjoy wide powers. But the first Tariff 
Board replaced by the new one appointed in 1945, is an ad hoc 
organisation. The new Tariff Board was specially entrusted 
with the task of formulating a tariff policy in relation to India’s 
post war needs and ‘to enquire into claims of protection or 
assistance from industries started or developed during war¬ 
time.’ 


Critical Estimate. Though the Tariff Board has function¬ 
ed creditably in many ways, it is open to criticism on several 
grounds. 



668 


FUNDAMENTALS OF ECONOMICS 


First and foremost is the fact of its being an ad hoc body, 
so that it suffers from the shortcomings inherent in any tem¬ 
porary organisation. Members of the Board, being uncer¬ 
tain of their future, may try to please the government so as to 
consolidate their own position. ‘Impartial outlook under 
these conditions is a mere illusion.’ It is also difficult to gel 
really competent people on a temporary body. Fuuher, 
only if members are permanent and not likely to join an> 
business house allcr retirement, will they enjoy the confidence 
of industrialists and businessmen from whom information is 
likely to be sought. The transitory status of the Board is not 
conducive to confidence. This difficulty of ensuring secrecy 
(so essential for getting correct information) results in confi¬ 
dential information being sometimes refused or if given, being 
unreliable. 

It is, therefore, essential that the Board should be a per¬ 
manent body so as to ensure consistency and continuity of 
policy.’ Then alone can it command technical knowledge, 
and take an impartial view while making recommendations 
resulting in a growth of a stable policy, public confidence, and 
of investment. 

The second defect has been the limited powers enjoyed 
by the Board. It functions in a purely advisory capacity and 
its recommendations arc not binding on the government. 
Often it investigates only such applications as are forwarded 
by the government. There is then, duplication of' work and 
if the scope of investigation is limited the recommendations 
based on it will also be limited. A serious defect is that the 
Board has no powers of eliciting information. Consequently, 
recommendations are in danger of being based on inaccurate 
data or second hand information. What is needed is, lhaL 
greater initiative in investigation should rest with the Board. 

Lastly, in spite of the Fiscal Commission’s emphasis on 
the need of publicity, the Tariff Board has not lived up to it. 
The government should publish reports immediately, whether 
it agrees with the Board’s views or not. Such prompt publicity 
raises public confidence. Unfortunately, it has been other¬ 
wise. Reports were allowed to become obsolete, and some¬ 
times it was years before they were published. Apart from 
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other evils, this is a waste of public funds. It is, however, 
encouraging to note that the new Tariff Board has shown 
some improvement in this direcion. 

And yet, it is not quite fair to criticise the working of the 
Indian Tariff Board, bound as it was to the chariot wheels of 
alien rule and economic policy. The new Board is given 
wider powers and has more scope for work. Now that the 
whole political set-up is changed and India is the mistress of 
her own destiny, one may anticipate greater co-operation 
between the government and the Board, and a change in its 
general attitude and working. 

Note.- The above vies\s require wine modification in the lit lit of 
the irport of the Indian Fiscal Commission 1950. 



CHAPTER LIV 

EXCHANGE CONTROL 

The modern era is one of planned economies. It has 
witnessed the extension of state interference in numerous 
branches of economic activity. When government inter¬ 
ference with the free play of economic forces enters the foreign 
exchange market, it results in exchange control. 

Exchange control refers to all methods of intervention, 
direct and indirect, undertaken by the monetary authority to 
influence exchange rates, or the dralings therein. 

Objut\ oj exchange contiol. The chief object of exchange 
control is lo neutralise the effects of abnormal movements of 
funds (to or from the national currency!, on a nation’s currency 
and economy. Such movements are initiated by speculative 
activities, economic depression, and sometimes political uncer¬ 
tainty. Liquid balances flow rapidly front one money market 
to another, causing marked changes in the supply ol and demand 
for some currency, and thereby in its value in terms of other 
currencies. The country so effected is faced with disturbances 
in its economy, to safeguard against which it may lake recourse 
to exchange control. 

Another objective of exchange conti ol is to adjust fluctua¬ 
tions in the balance of trade. The presence of trade barriers 
and other protectionist devices makes automatic adjustment 
in the balance of trade impossible. Stronger and more direct 
action like rationing of currency to importers and blocking of 
foreign payments is necessary to correct maladjustment in the 
trade balance. 

Sometimes exchange control may be a purely defensive 
action designed to counter the ill effects, on a country’s economy, 
of restrictive measures of others countries. The remark that 
exchange control is contagious originates from such tendencies. 

Therefore the raison d* tire of exchange control is the desire 
to have a different rate of exchange from what would exist in a 
free market. This may take one of three shapes. 
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Over-valuation of currency, i.e. maintenance of a rate 
higher than would exist in a free market. It leads to in¬ 
creasing imports and in the long run damages national econo¬ 
mic welfare; it may precipitate a depression. 

Under-valuation ol currency, or a rate lower than in the 
free market. An under-valued* currency is a depreciated 
currency. It leads to exports. It helps a country to reduce 
the shocks of a depression by letting her keep her internal 
prires high in the face of a depression 

Avoidance of Uucluations, i.e. maintenance of a rate 
equal to that which would exist under conditions of long period 
equilibrium between the demand for and supply of thal 
currency. 

The .1 Kempt to avoid fluctuations in exchange rates and 
maintain ihcm at an equilibrium level, necessitates over- 
s aluation at one time and under-valuation at others. It has 
been tried in practice, and has had limited success. 

To the extent to which it is successlul, it ensuies stability 
in the money and exchange markets, and thence in the econo¬ 
my. 


Methods oj exchange control. To make exchange manage¬ 
ment sucicssiul, the monetary authority must influence the 
supply of and the demand for currencies in the desired direction. 
This ma) be done by using direct melhods or by taking recouisc 
to indirect methods. Indirect methods by their very nature, 
have a limited field of operation and limited success. 

Indirect methods. Prominent among these arc first, tariffs 
01 import duties, and secondly, the rate of interest. Tariffs 
reduce imports, and lower the supply of home currency and 
the demand for foreign cun ency. The less a country purchases 
from others, the smaller will be the payments it has to make. 
Other things remaining the same, there will be a rise in the 
value of the currency of the tariff imposing country. But 
if all nations use tariffs to the same extent, there will be no 


•See the Chapter on foreign exchange. 
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alteration in the relative values of any of their currencies. If 
the duties are levied on exports, there is a fall in the demand 
for home currency, resulting in its under valuation. If a 
bounty is given to exports, more goods are scut abroad, there 
is greater demand fur the current - ) aud consequently a rise 
in its value. The second factor, that of interest rates 
exercises an influence on the inflow and outflow of funds. A 
high rate attracts funds and investments, causing an increase 
in the demand for and therefore, in the value of the currency. 
Conversely, a low rate of interest leads to an exodus of funds, 
and results in a fall in the value of the currency oflhat country. 

But these indirect methods have a limited field of opera¬ 
tion and during a period of rrisis or abnormal economic < ondi- 
1 ions their effects may be negligible, or ma> Lake too long a 
time to be visible. At such critical junctures only strong 
direct methods bear fruit. 

Direct methods. There have been two direct methods used 
for purposes of exchange control. The first is intervention, 
which implies that the government enters the exchange market 
as an active agent to influence supply and demand. The 
second is restriction , which refers to the official obstruction 
to the forces of demand and supply from entering the exchange 
market. The former consists of official exchange operations 
in the desired directions and increases transactions in the 
exchange market. The latter consists of the prevention of 
private exchange operations in an undesirable direction, and 
as such restricts transactions. 

Intervention. “By intervention is meant foreign exchange 
operations undertaken by the monetary authorities with the 
object of influencing the exchange rales in desired directions.” 

Intervention is used for bringing about over-valuation, 
undervaluation or to maintain a non-fluctuating equilibrium 
rate. In the last case, the currency has to be raised in value 
or lowered in value according to the exigencies of the moment. 
To be successful in a policy of intervention the monetary 
authority must be in possession of adequate slocks of both home 
and foreign currencies, or gold which may be convertible into 
currencies. If the aim is over-valuation, the rate is said to be 
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‘pegged’, i.e., fixed at a higher level than what would prevail in a 
free market. ‘Pegging’ becomes necessary when the existing rate 
is lower than desired, i.e., when the demand for that currency 
is less than the supply. Hence ‘pegging’ involves a pushing 
up of demand aud a restriction of supply. In order to do so 
a country needs large stocks of foreign currency and gold, so 
that as soon as the value of its currrncy falls below the ‘pegged’ 
rate, it may sell foreign currency and gold in exchange for its 
own currency and thereby create an artificial demand for its 
currency aud keep up its value. Conversely, when under¬ 
valuation is the objn tive, the 1 urrency is said to be ‘pegged 
down’ i.e. its value is deliberately depressed and kept below 
the level wliicli would prevail in a free market. The desire for 
under-valuation or ‘ pegging down ’ shows that in the free 
market the demand for that currency is stronger than its 
supply. ‘Pegging down’ therefore, involves a watering down 
of drmand through an artificial stimulation to supply. This 
will necessitate large storks of gold and a nation’s own currency, 
wliirh will be rushed into the market at the crucial moment 
and be utilised for purchasing foreign moneys. 

Thus whatever be the objective of intervention, its success 
depends on the possession of adequate resources in terms of 
gold, foreign currency and ones own currency. Generally 
speaking, ‘pegging down’ is easier than ‘pegging’ as it depends 
011 the possession of home currency, and it is easier for a mone¬ 
tary authority to lay its hands on or to requisition, if necessary, 
stocks of its own currency rather than of a foreign currency. 

Th exchange 1 qualisation account. It was started by Britain 
in 1932, and later adopted by America, France and Swit¬ 
zerland. It provides the best known example of intervention 
in practice. A brief study of one of these accounts is, there¬ 
fore, undertaken here. 

Exchange 1 qualisalion account of Britain. When England 
went ofT the gold standard in 1931, there was danger of abnor¬ 
mal fluctuations in the value of the Pound, through inter¬ 
mittent influx and efflux of ‘hot money’ (money offered for 
conversion now into one currency, now into another). Fluc¬ 
tuation., of such nature were bound J.o have adverse, effects 
on the internal economy of England. To neutralise the 

43 fe 



674 FUNDAMENTALS OF ECONOMICS 

unhealthy effects of such movements on the normal rale of ex¬ 
change, a fund was created in 1932, and called the Exchange 
Equalisation Account. 

The function of this f ind is to accumulate sullicient liquid 
resources (gold, foreign exchange and home currency) in order 
to meet any financial contingency. Iis objective is not to in 
terferewith, or manipulate artificially the normal long term 
trends, but only to control temporaly deviations iiom the 
normal rate. In other words, if a rise or a fall in the value 
of the Pound reflects the retd state of economic aliairs, the 
rate so determined is normal, and the Exchange Equalisation 
Account will not use its resources to bring about an alteration 
in such a rate. 

Control of the Account is vested in the .British Treasury, 
for which the Bank of England aits as agent. To start the 
Account, Pounds were hummed flom the dritisn public, and 
a stock of home currency was built up. But adequate stocks 
of home currency provided resources only for increasing the 
supply of Pounds in the market, i.e. it gave power* to the 
Account to keej) the value of the Pound dow'ii to deshed levels. 
However, in the ait of keeping the value down, the Bank of 
England obtaiued supplies of gold and loieign currency, 
(Pounds were put on the market and exchanged for other 
currencies). Mow the Account was equipped with resources 
for both under-valuation and over-v aluatiou. 

In the latter part of 1932 , the Pound experienced a ten¬ 
dency to a fall in value. Its value had, therefore, to be bol¬ 
stered up to the intended level. This hi ought about a drain 
on the gold and foreign exchange resources of the Account. 
When such resources were exhausted, tire Exchange Equali¬ 
sation Account was powerless to check further depredation in 
the value of the Pound. Fortunately for it, a change in cir¬ 
cumstances in the early part of 1933, resulted in a great 
demand for ilic Pound. This enabled the account to acquire 
again necessary stocks of forei' n exchange for future emer¬ 
gencies. From that time onward, the Account has utilised its 
resources, sometimes lor maintaining over-valuation, at other 
times, under-valuation, as dictated by the market conditions. 
Thus at times Pounds Were converted into foreign currendes, 
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and at other times foreign currencies were converted into 
Pounds. 

Exchange mrtiction. Exchange restriction refers to such 
actions of the monetary authority as arc undertaken to restrict 
the freedom of foreign exchange transacl ions and thereby to in¬ 
fluence the tendencies prevailing in the foreign exchange market. 

Restriction originated due to the weaknesses of interven¬ 
tion. It represents 1 more drastic, dirert, and effective policy. 
Germany was the first country to introduce Exchange Restric¬ 
tion, in 1931, followed by certain South American countries 
(notably Argentine), and some countries of Central Europe. 
The outbreak of hostilities in 1939 witnessed the growth of 
Exchange Restriction in Britain, France and the Dominion 
and Empire nations. India has been following such a policy 
ever since. As a matter of fact at the present time there are 
more restricted currencies than free. 

To understand the working of exchange restriction, a brief 
study of the German system is made below, since most countries 
have followed iwith modifications) the German pattern. 

Exchange te\t)iction in (in many. What were the forces 
leading to the adoption ol such a policy ? In and about 1931, 
the German currency was facing a serious danger of deprecia¬ 
tion, as Germany had contracted fin terms of foreign currencies), 
large foreign debts, mostly short term loans, to build up its 
war-shattered economy. The payment of these debts swelled 
the supply of Marks and caused a fall in its value, in terms 
of Pounds, Dollars and Francs. The demand for German 
currency was negligible, as its foreign trade had shrunk to an 
insignificant level. The crisis was intensified by the fact that 
the creditors insisted upon their pound of flesh, as they antici- 

? ated the economic collapse of Germany in the neir future. 

'o make matters worse, they refused to accept payment in terms 
of goods. In short, there existed a serious disparity between 
the supply of and the demand for German currency, and 
unless this was adjusted, its value was likely to crash down. 

Eeset with these difficulties, Germany decided upon 
a policy of artificial over-valuation, a resolve strengthened by 
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its nerve-racking experiences of post war inflation, whose scars 
were still present. 

Thus the government was faced with the task of restric¬ 
ting the supply of German currency so as to equate it to the 
demand. 

Methods. To achieve its end, Germany adopted drastic 
measures along lines indicated below. 

To begin with, all dealings in foreign exchanges were 
supervised and controlled by a central authority and conduc¬ 
ted through licences issued for the purpose. The next step 
was to impound or requisition foreign exchange holdings of 
its citizens. Those in possession of foreign exchange, foreign 
securities, and bonds were asked to declare their holdings and 
to sell them to the government at a rate iixed by the state. 
Of this, the slate retained what it required, and the balance 
was auctioned to those in need of foreign exchange. This 
resulted in the existence of two rates of exchange. One at 
which foreign exchange was bought by the government (net es- 
sarily lower) and the other at which foreign exchange was sold 
by the government (higher). 

Another restrictive measure was, to allow a ver) small 
amount of home and foreign currency to be taken out of 
Germany for purposes of foreign travels. There was next, 
a complete prohibition of certain imports (classed as non- 
essential goods) and a rationing of other imports. A prospec¬ 
tive impoitcr had to obtain a license from the government and 
foreign exporters despatched their goods only when they wrre 
sure that such permission had been given. Germany’s import 
policy was the creation of Dr. Schacht’s brain and was referred 
to as his ‘New Plan’. 

Finally, Germany resorted to a policy of ‘Blocked 
Accounts'. The property, securities, bank deposits and 
currency owned by foreigners could not be taken out of Ger¬ 
many. It was hrld by the government in an account, known 
as ‘Blocked Accounts’. Those Germans who had to remit 
foreign debts, did not pay to the creditors, but depostied the 
amount in terms of Lheir currency with the government, where 
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these were ear-marked in favour of the foreign creditor, but 
could not be converted into foreign currency. Foreigners, 
deprived of the use of these possessions, were often prepared 
to dispose them off at a discount, or to buy goods from 
Germany. In either case, Germany gained, of course at the 
cost of the foreign creditor. Inevitably, the presence of 
'Blocked Accounts’ created a black market in foreign ex¬ 
change known as the ‘Black Bourse’. 

EjfiCts. As a result of these drastic measures there was 
rapid industrial development in Germany. The elimination 
of exchange disorders and uncertainty reflected itself in the 
speedy re-instatement of German economy on a war footing. 
“The power that exchange control gave the Nazi Government 
over the activities of the German industry by rationing the 
supplies of necessary materials was a powerful weapon in the 
armoury of general economic control. The whole system was 
run in such a way as to screw out of the world the maximum 
possible amount of foreign currencies for use in purchasing the 
raw materials for munitions.’’ (Crowther) 

Clearing Agreements. When two countries enter into an 
agreement under which there is an 'offsetting of payments so 
that transactions do not pass through the foreign exchange 
markets’, it is termed a Clearing Agreement. 

This was introduced as a reprisal to the system of 
Blocked Accounts. 

Illustration. Take two countries A and B. Assume that 
A has blocked the accounts of B. If B has an unfavourable 
balance of payments with A (i.e. B has to pay more to A than 
it receives from it), it can take steps to counter the effects of 
Blocked Accounts. For now B will freeze the payments due 
to A by making it obligatory on all its citizens who have pay¬ 
ments to make to A , to remit these amounts to the central 
hanlc of B rather than to the creditors in A. B will then be in 
a position to dictate terms to A and insist on payment of 
its accounts before releasing those due to A. 

The fact that two can play at the same game, results 
in A and B entering upon an agreement, under which, pay- 
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ments between them would be offset through their respective 
central banks. A citizen of country A owing money to someone 
in B will now deposit the amount with the central bank of his 
country, which in turn will pay it to some creditor in A who 
has to receive payment from B. Similar will be the procedure 
followed by a debtor in B owing money to someone in A and 
the central bank in B will use the amount deposited to pay 
one of its citizens who has lent money to a national of A. 

Such agreements obviate the need of money passing 
through the foreign exchange market. Payments are made 
without any use of foreign moneys. Clearing agreements 
bring about equalisation of trade between two countries, and 
introduce a kind of barter in international transactions. 

International Monfiary Fund 

The International Monetary Fund is a result of the 
Brettou Woods Conference. The salient objectives placed 
by the Fund for its achievement are the following : 

(i) The fund will try to secure exchange stability. 

(ii) It stands and will try, for maximum international 
co-operation in the economic sphere. 

(iii) It will attempt to agument free trade bet¬ 
ween the countries joining it. 

(ivj It will make possible the multilateral convcrti 
bilily of currency and thereby render more 
smooth the course of international trade. 

(v) It will also correct adverse balances of payments 
where, and when the need for such a correction 
arises. Each country joining the Fund will 
contribute a certain quota towards the common 
pool. 

The Fund is different in constitution from the earlier 
American and British proposals. It is not as ambitious as 
was the British Currency Union plan nor is it as rigid as was 
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the United States proposal for the United and Associated 
Nations Exchange Stabilisation Fund. The latter was mark¬ 
ed by absolute inflexibility in exchange rates fixed in terms 
of gold once and for good. It disallowed use of all exchange 
controls even in the interim period. 

Not so, of course, with the I. M. F. The exchange rates 
can be altered within a margin of 20% without the Fund’s 
assent and further 10% with the assent of the Fund. Also, a 
country wishing to maintain exchange control for a certain 
specified period with a view to preventing any serious disloca¬ 
tion to its economy, can do so without much hitch or hesitation. 
If even after this period, the country is not inclined to abandon 
its exchange control, it is possible it might be granted its choice, 
provided the Fund is satisfied that such a grant is essential in 
the interests of the country concerned. The use of exchange 
controls can be permitted also in cases where the demand of 
a country fur the rummy of another country has become so 
great that the Fund, or for the mattci of that, the country 
whose currency is being demanded, cannot meet it. 

Thus, though the gold standard still persists it does so 
in a new form, characterised by flexibility and a certain 
degree of fieedom in working according to national interests. 
Earlier proposals had left no room for such a working. 

Should India hope to benefit by associating herself with 
it or is it that she will lose ? An authoritative section of the 
Indian economists is of opinion that India has more to gain 
than to lose by co-operating with the I. M. F. And it cannot 
be gainsaid that the opinion has much to recommend itself. 
The immediate concern for India is her own people. And 
economic policies will have to be formulated in a way that 
they can frequently be adjusted to the national needs. Being 
a good deal behind others on the international economic 
plan, we will in many cases have to make choices that may 
not be palatable to those ahead of us. Exchange controls, 
for example, would be definitely disliked by countries whose 
prosperity is very well founded and who hope to make more 
gaim by free dealings. But India would not eschew the use 
of exenange controls till she has brought about, at least, so 
much of rc&cucitation of her drained economy as is sufficient 
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to give her confidence in taking up those dealings. The conces¬ 
sion of using exchange control is a big advantage. India hopes 
to reap by joining the 1. M. F. 

Ano her advantage would arise out of the provision for 
flexibility in exchange rates. For any country having a poor 
industrial structure, such flexibility has immense benefits 
to offer. But when the country happens to be possessed not 
only of a weak industrial machinery but also of an insecure, 
outdated and undeveloped agriculture such a flexibility becomes 
doubly advantageous. India’s agriculture is backward at 
present and it is possible situations might arise when her 
agricultural exports dwindle down so much that unless some 
depreciation is done to the exchange rate, the difficulty 
would not easily be got over. The permission to alter 
exchange rate to the extent or 20% is then another 
benefit of importance that might accrue to India from the 
I. M. F. 

Apart from all this, there will be the advantage that 
India would have re-inforced her position on the international 
plane which till now had been made inaccessible to her for 
obvious political and economic reasons. 

The handicaps India will suffer from joining the 1. M. F. 
are not many. But this is not to say that there w ill be none of 
them. As pointed out above, the allocation of dollar quotas 
to the weaker countries lias not been quite fair. Aud to India 
it has been particularly so. India's quota in the Fund is four 
hundred million dollars and she is entitled to draw up to 25% 
of her quota in a year. Four hundred million dollars are a 
poor allotment to a country with such huge natural resources 
and manpower and such great possibilities of economic ad¬ 
vancement. India’s quota should not in any case be less 
than is commensurate with the area of the country and the 
size of the population. 

Moreover, a small quota makes India weak in the Fund 
executive. Other countries can easily ride roughshod over 
India’s demands. One might feel that the distribution of 
authority in the executive of the Fund leaves vast masses of 
backward peoples at the mercy of a few small nations. 
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The I. M. F. has been rightly attacked on the count that 
it makes no settlement of the sterling debts. But despite all 
this India should look to the future of her association with the 
I. M. F. with confidence and optimism. 






CHAPTER LV 

PRINCIPLES OF PUBLIC FINANCE 

Public finance has been defined as that branch of Eco¬ 
nomics which studies the income and expenditure of public 
authorities and the adjustment of one to the other. For the 
purpose of our study public authorities include all grades of 
governments from the national and international to the pro¬ 
vincial and local ones such as municipalities, district boards 
and even village councils. The term finance means the manage¬ 
ment of revenue and expenditure of any kind, and public 
finance therefore, refers to such activities of our governments. 

* 

Public finance is as old as human society, but it is only 
in recent times that there has been a proper appreciation of 
the importance of its subject matter and systematic studies 
have been made to determine its nature and scope. This 
comparative neglect of the subject in the past was due to the res¬ 
tricted field of state activities and the unsatisfactory way in 
which the finances were managed. As a result of this people 
thought that it was incapable of doing any good except that of 
providing the defence of society which was the main function 
of the government. It was considered best for the govern¬ 
ment, therefore, to restrict its activities merely to the political 
field and spend as little money as possible on other activities. 
At that stage the only important consideration was to keep 
the burden of taxation as low as possible. Moreover, it was 
desired to distribute this burden as fairly as possible. For 
this purpose the principle of “ability to pay” was discussed. 
'Phis was later enlarged into that of the “least aggregate sacri¬ 
fice.'’ But things are different now and our attitude towards 
the scope of state activities and public finance has undergone 
a considerable change. The growing complexity of life in 
modem times and the conflict of interests in various spheres 
have forced the state to intervene more and more in social 
and economic fields and to take up an increasing number of 
functions. This increased scope of state activities has meant a 
tremendous increase in public expenditure for meeting which 
people have to part with a large part of their income. It has 
therefore, become apparent that it would not do merely to 
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consider revenue. Revenue and expenditure have to be 
considered together. The money which the state spends is 
for the benefit of the people. The object of government 
policy now is not ‘least aggregate sacrifice’ but ‘maximum 
social advantage.’ This means that a mere distribution 
of the burden of taxes fairly would not do. We have to 
consider the burden of taxes along with the benefits of 
expenditure and the sum total of these is the net advan¬ 
tage which people get from public revenue and expenditure. 
It is this which the state should maximise. In recent years 
there has been a further change in this principle. Now it is 
not only the maximisation of social advantage for one budget 
year but for a number of years put together that is emphasised. 
This leads to ‘planning’ of public finance. In this, since 
it, covers a considerable number of years, the extra budgetary 
finances are also taken into account. It means that pre¬ 
paring govememnt budgets on orthodox lines in which expen¬ 
diture is balanced against revenue for each year would not 
do. The state has to plan for a much greater expenditure 
than its ordinary annual revenues would justify. 

These developments in public finance have led to a re¬ 
markable change in our attitude towards state activities. Peo¬ 
ple may decry the increase in expenditure in certain directions 
and resent paying this or that tax. But we do not believe that 
it is either possible or desirable for the state to rut down its 
expenditure in every direction merely for the sake of saving 
the people from paying the taxes. Most of these expenditures, 
if not all, we realise, are of distinct advantage to the prople as a 
whole and whatever loss in satisfaction is sustained by the 

E eople in paying the taxes may be more than compensated 
y the benefits conferred on them by the public expenditure. 
Healthy social life, or what is called social welfare which is the 
object of all social organisations is not possible for people to 
secure without the active participation of the state with its 
manifold expenditure in social and economic spheres. 

But this does not mean that every public expenditure 
is good and there can be no limit to iL or every method of rais¬ 
ing revenue is justified. Government, like the individuals, 
can, in many cases, waste its resources through extravagance 
and un-necessary expenditures. Such expenditures are un- 
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desirable and should be avoided, becuase the money can be 
better utilised by the indivuals if it is left with them. On the 
other hand one particular method of raising revenue might 
mean a greater loss of welfare to the people as a whole than 
another. The test of sound finance, therefore, lies not in the 
amount of expenditure incurred by a government nor the 
amount of revenue raised by it in the discharge of its duties 
but in the methods of doing them and in the net benefit enjoyed 
by the people from the operation of state finances. 

Public finance has been classified into (a) Public Expen¬ 
diture (b) Public Revenue (c) Public Debts and (</) Adminis¬ 
tration. 

Public Expenditure: studies the range of duties and func¬ 
tions performed by the public authorities and the expenditure 
during the course of such performance. 

Public Revenue: which forms the necessary counterapart 
of public expenditure, deals with the manner in which public 
authorities get their income and the various problems connec¬ 
ted with it. 

Public Debt: deals with the use of credit by public 
authorities and the special problems created by it. 

Administration: treats of the activities of the governmental 
machinery that is entrusted with the management of finances. 



CHAPTER LVI 

PUBLIC REVENUE 

In order to perform their functions public authorities, like 
indviduals need income or revenue. The amount of revenue 
needed by a Government depends on the nature and extent 
of functions performed by it. In modern times, with the in¬ 
crease in the nature and scope of state activities, governments 
need an ever increasing amount of revenue and have to tap 
all available sources to discharge their obligations successfully. 
The sources of public revenue have been classified in different 
ways by different writers. This difference is not due so much 
to a fundamental difference in the subject matter as to the 
difference in their approach and the historical peculiarities of 
the place they live in. We shall take a lew of these clasis- 
fications for our consideration. Adam Smith says tli.it there 
are only two principal sources of public rc\ enue. One, re¬ 
venue from sovereign’s possessions such as land or capital and 
two, income from the possession of wealth of the people -by 
which he meant taxation. Revenue from the first source, 
he thought, can neither be steady nor adequate. So the 
state has to depend for the major part ofits income on taxation. 

Seligman divides public revenue into 3 classes: (1) Gratui¬ 
tous (2) Contractual and (3) Compulsory. The first class 
comprises free gifts to the state, the second the commercial 
revenues that arise as the result of contractual relations be¬ 
tween the government and the citizen and the tlmd embraces 
the receipts that are obtained through the exercise of sovereignty 
in such ways as eminent domain, the penal power, the taxing 
power and the police power. 

Lutz makes the following classification : (1) Commerical 
revenues (2) administrative and miscellaneous revenues (3) 
Taxation (4) Public Loans (5) Subventions and grants (6) 
Book-keeping revenues or transfers. Mr. J. K. Mehta 
classifies public revenue into (1) Taxes (2) Fees (3) Duties 
and (4) Miscellaneous sources such as gifts, fines special assess¬ 
ments etc. It is obvious from these classifications that the 
most important distinction that can be made is between revenue 
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from taxes and non-tax sources. Some writers have included 
volunlary public loans as a source of revenue. But this is a 
mistake, because money raised through loans has to be paid 
off ultimately and has to come from other sources available 
to the state. 

A tax has been defined as a compulsory contribution from 
I j iT'on to the government In meet the expenses incurred in 
the common interest of all, without reference to special benefits 
conferred. The disliwtivr features of a tax arc, therefore, 
that ( 1 ) it is a compulsory payment, ( 2 ) it is for th'i common 
benefit and, lastly (S) the payment made by an individual 
is in no way related to the bcuelits enjoyed by him from the 
state expenditure. 

Those charges made by the state which do not fulfil all 
these conditions are non-tax revenue and they include such 
charges as fees, duties, lines, gifts, etc. A fee has been defined 
as a payment by a person to the government either for a spe¬ 
cial benefit received iinm the government or for a special cost 
imposed upon the government in connection with a govern¬ 
ment senite pcrioiiued fin the common benefit. The most 
important feature ol this payment is that it is not compulsory 
and Ihose who pay the charges deiivc some special benefit 
which mav be in pioportinn to the payments they make. 
According to this com ept ol h es they int lucle all such paymen s 
as some writers <all comnicniai revenues, industrial earnings 
or price and admiinsti ati\ e revenues. Fees need not be related 
to the lost of performing those services for which they ,are 
paid even if suili <alculations weic possible. They may be 
more or less than the rust of the service. I 

Duties has c been deiined j" those special charges levied 
on individual"* in older 10 din 0111 age them from consuming 
those conunodilie') 01 m v ici' whose unrestricted use is believed 
to be inimical to soiial well ’re. These charges are generally 
levied on the consumption of harmful drugs and intoxicants. 
Thus duties arc like lees; they are not compulsory and are 
levied in proportion to lonmtnpiion. But the tlisrin r t ion 
between them is one ol objeit ol these charges; fees are' charged 
to restrain the consumption of goods and services not because 
they are harmful but in the absence of any such charges they 
44 FE 
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may be used to uneconomic extent leading to a great wastage 
of national resources. 

Fines are compulsory contributions from a person to the 
state exacted with the object of deterring people from commit¬ 
ting certain acts. 

Of the various sources of public rrvenue taxes are the 
most important. They produce the largest part of the public 
revenue and by their very nature raise some of the most com¬ 
plicated problims of public finance. 

Principles of taxation. In studying the principles of taxa¬ 
tion we arc faced with such problems as, what is the real 
purpose and ju&tifu ation n( taxation, how miuh taxes are to 
be raised by the state and how should the total burden of 
taxes be distributed amongst the people. 

Answers to these questions raise a host of difficulties. 
These difficulties are inherent in the very nature of 
taxation. 

The problems of taxation raise issues which are not only 
economic in nature in the commonly accepted sense of the 
term; political and ethical issues arc also involved along with 
them. The principle of taxation should take all these issues 
into account and present the decision as a systematic whole. 
From the days of Adam Smith various theories have been put 
forward to explain the nature and purpose of taxation. But 
most of these theories are, however, unsatisfactory. This 
is due to the fact that they do not look at the problems of re¬ 
venue in their entirety. Before we study what is called the 
fundamental principle of taxation it will be useful to take into 
account some of these theories. 

The first is “Financial'’ Theory: According to this 
theory a tax is regarded as being nothing more than a means 
of providing revenue to the state. It does not take into ac¬ 
count the objects of the expenditure for which this money is 
raised or how the burden ol the tax is distributed. It is merely 
a device lor raising money with the least possible resistance 
from the taxpayers. 
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The “Benefit” Theory: According to this theory a tax 
is regarded as a payment for and the measure of a service ren¬ 
dered by the state. The means that those who get the great¬ 
est amount of benefit from s'ate activities should pay the 
highest amount of tax—a position which is impossible and 
runs counter to the end of the state. 

The “Socio-political" Theory : According to this theory 
the tax is regarded as a distinct instrument in the hands of the 
state and should be used for the attainment of various political 
or social ends such as the reduction of inequality of incomes, 
or encouraging certain industries. It is true that in modern 
society the instrument of tax is used for many social and poli¬ 
tical ends and lliat this theory is more comprehensive than the 
“financial” or “ benefit” theories but it is rather vague and 
indefinite. 

Ultimately we tome to the theory which is accepted now- 
a-days more or less universally as the fundamental principle 
of taxation. This principle treats public finance as a whole 
and emanates from the end or objective of the state. The 
end of the state is the welfare of its citizens. In the field of 
public finance in order to create this welfare for its citizens the 
state has to undertake various activities for which use of funds 
or resources is necessary. The creations of public welfare is 
thus dependent on the expenditure of funds which have as 
their counterpart in public revenue. “Revenue is the means 
while public good is the end. The state, therefore, strives to 
undertake all these activities which arc calculated to increase 
social welfare. In the modern economic order, these activi¬ 
ties are best performed through the medium of money, that 
is, there is the raising of public revenues and then the use of the 
same in the performance of services or the undertaking of func¬ 
tions that are beneficial to society. Thus there is taxation, 
or more comprehensively revenue preceding public expendi¬ 
ture. The latter secures some good for the community while 
the former, by itself, inflicts a loss. If the net result is an 
increase of welfare the whole state activity is justified. The 
sacrifices inflicted by raising of revenue must be more than 
counter-balanced by the good done by public expenditure.” 
(Mr. J. K. Mehta). The purpose of taxation is, therefore, 
to provide the state with the money which it uses to increase 
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the welfare of its people and if the state succeeds in this pur¬ 
pose the taxation is juslihed. 

The extent to which taxation can be pushed up is depen¬ 
dent on how the money is raised aucl how it is spent. Taxa¬ 
tion by itself means sacriine on the part of the taxapayers 
whereas expenditure nl the money raised by taxation 
means gain in satisfaction. Taxation should, therefore, be 
pushed up to that point where the marginal social sacrifice 
or loss in satisfaction in providing the memic is just equal 
to the maiginal gain in social s iIm'.u lion from these expendi¬ 
tures. So long as the maiginal so. i,d sacli lire puniding 
taxation is less than the ma.gn.il gain in social satisfaction 
from the expenditure of the it venue time is a ml gain in 
incieasing (aval on. But when hi join o( i quail y luiwuii 
marginal social s;.ci il c ■ i ml in. n.t.1 gaii in social 
satisfaction has reached, taxation should not he pushed any 
further. 

Diilributio'i of tar bu>d n. \\ e has e si en that in the oper- 
tion of public finance the loss in *ati lac lion sustained by the 
people in pay iuu th Li'C.is 111.0 inn comp mail d by 
the gain in satisfaction for the society .is a whole hom the 
public expenditure. If soc ic ty were romposed of homogenous 
units and if everybody wen* equally benefited Item public' 
expenditure there would have been no problem ol the distri¬ 
bution of tax Larden. But this ptoblrin aiises because so¬ 
ciety is composed of heterogenous elements and those who 
pay the taxes 1 annul trac e any c ounce lion between the ninouni 
they are compelled to pay anil the benefit thrv get from stale 
services provided oul of the taxes. The problem is thricfoic 
how to allocate the taxes amongst the eliflrirnt individuals so 
that they may be socially just m equitable. Three different 
principles have been pul (inward for the allocation of taxes. 
These are: (lj the rosl to thr public aulhcuity of services 
rendered to individual taxpayers. ^2' benelii to individual 
taxpayers of such services, (3) individual ‘ability to pay’ taxation. 

So far as the ‘"cost of sen ice’’ theory is 1 oiiccrncd it is 
difficult fust ol'all to estimate the' cost of a certain service tola 
particular individual and sec ondly this is highly undesirable 
because this will mean that the stale services will be performed 
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for those who ran bear the cost and others who may need 
these services mast will have to go without them if they cannot 
pay the cost. Fees may be based on this principle but not 
taxes. 

So far as “ bent lit ” prinriplc is concerned we have al- 
teady seen that i' also cannot serve as a basis of taxation. For 
purposes of lees and special assessments this principle may 
be taken into at count but not for general taxes. 

(3 1 “Ability 10 pay’’ printiple which is also called “fa¬ 
tuity” llicoiy is widely aueptetl as the most equitable way 
of distributing the tax burden. According to this theory 
every eili/en .should eontiibule in proportion to his ability. 
The llicoiy appeal*, very plausible Irorn the point of view of 
etpiily but (he iliilu ulty arNcs about its measurement. 
Ability has been inteipielcd both from the subjective and 
obje rti\e points ol \icw. The subjective interpretation 
icfers to the “sacriliie” that the payment of taxes inflicts 
on the taxpayers, whereas objeuve interpretation refers to 
inrome or possession ol wealth 01 any such criterion. From 
the standpoint ol sacrifice tliter schemes of the distribution 
of tax burden have been advanced. These arc equal sacrifice, 
propoilional aer ii minim uuorh'ast aggr. ga c sacr fi,e. 
rii< pi inc pie ol equal .sat lifter states that the money burden of 
taxation be .so distributed that the real burden on all tax payers 
is equal. At 101 dine to the pi in iple or proportional sacrifice the 
burden bears the samei alio to. ul i monies. And the principle 
ol minimum satrilue states that the taxes should be so arranged 
that the burden on the taxpayers as a whole is as small as 
possible. The first two principles would make everybody, 
whether rich or poor, pay something in taxati >n while the 
third principle may absolve the poorer section from paying 
any taxes. 

Dr. Dalton says, “Ptrma fad , it is not clear on grounds 
of equity, which of these is to be pirfcrrcd.” But judged from 
the poin t of view of the object of public financr the preference 
is for the minimum or least aggregate sacrifice because maxi¬ 
mum social welfare, the obj"cl of public finance, is attained 
only then when the sacrifice consequent upon taxation is 
minimum. 
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In order to make the application of any of these principles 
possible for the purpose of taxation, taxes should be related 
somehow or the other with the objective measure of ability, 
for which generally the income of the taxpayer is taken as the 
index. This can be done, although rather very roughly, by 
discovering how the tax-rate should vary under the different 
principles of sacrifice. From the stand-point of rate-structure 
taxes may be proportional, progressive or regressive. 

A tax is proportional when the same rate is charged for 
different amounts of income that is taxed or the rate does 
not change with rise in income. This means all taxpayers 
contribute the same proportion of their incomes. 

A progressive tax is that under whirh the rate of tax in¬ 
creases or progresses with the rise in income. That is the 
larger a taxpayer’s income, the larger the proportion which 
he contributes. 

A tax is regressive when the tax-rate diminishes as the 
taxpayer’s income rises; under this scheme, the larger the 
taxpayer’s income, the smaller the proportion which he 
contributes. 

The following table illustrates the difference between 
proportional, progressive and regressive taxation. 

Proportional Progressive Regressive 


Income 

Rate 

Amount 

Rate 

Amount 

Rate 

Amount 

Rs. 

per cent 

Rs. 

per rent 

Rs. 

per crat 

Rs. 

JU00 

5 

150 

5 

150 

5 

150 

3000 

5 

250 

6 

300 

4 

200 

8000 

5 

400 

7 

560 

3 

240 

15,000 

5 

750 

9 

1350 

2 

300 

25,000 

5 

1250 

12 

3000 

1 

250 


According to the law of diminishing ulility, the marginal 
utility of income diminishes as its size increases. On the 
basis of this law we can say that a tax of 20 per cent taken 
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from a person A with an income of Rs! 1000 will mean a greater 
sacrifice to him than what it will he to B with an income of 
Rs. 10,000. So if there is to be equality of sacrifice between 
A and B,B should contribute more than 20 per cent or his 
income. This means, thereiure, the principle of equal sacrifice 
leads to progressive taxation. Consequently, the principle 
of proportional sacrifice leads to still steeper progressive taxa¬ 
tion. The principle of minimum sacrifice will result in the 
exemption of people with income below a certain level and a 
very steeply progressive taxation of those whose incomes are 
above the exemption limit. That ii so because amongst people 
with different levels of income a certain amount of tax to a 
person with a lower income causes a greater sacrifice than to 
another with higher income. 11 is to be noted in this connec¬ 
tion that, first the conclusions about progressive taxation are 
based 011 the assumption that the relation between income and 
eronomir welfare i-> the same for all tax-payers. This means 
that individuals in the same economic position derive the same 
benefit from spending equal doses of their income. Simi¬ 
larly thev sufler the same .sa< rifire if their income is reduced 
in equal dose by taxation, 'flic validity of these assumptions 
has been challenged. Hut it can be said in their defence that 
no absilute rigidity is claimed on their behalf; they are mere 
approximations and are true to that extent. Secondly the 
principle of minim im aggregate sacrifice does not indicate 
what .should be the exemption limit or the steepness of pro- 
gicssion. They are all fixed arbitrarily. But in living up the 
exemption limit, the governments generally take into account 
the amount of income which is essential for the minimum 
subsistence of the people, from the standpoints of health and 
efficiency. 

Whatever disagreement there may be about the theoreti¬ 
cal exactness of these principles, progression and minimum 
aggregate sacrifice have been accepted by all modern govern¬ 
ments as instruments of practical policy in determining the 
rate-structure of their income-tax systems. Thus, for example, 
the Government of India for the purpose of the income-tax 
(1) exempts all incomes below Rs. 3000 (2) taxes at the rate 
of-/15/6 incliuding super-tax every rupee of income at the level 
of Rs. 3-5 lacs and above; (3) applies the progressive rate 
on incomes between these two levels. This can be illustrated 
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at follows: modern government!) employ vaiious taxes to earn 
their tax revenue anti altliough piogiessive taxation is regarded 
as the most equitable, so f.u as equits is possible, it is only 
in the c«ise of the imomc-lax that this principle is applied. 
So far as other taxes air tone(rued, width we will consider 
presently, they ma\ be bolli piopoilional and irgressive and 
may uot conlbim to the ptiueiple o( equity. But in judging 
the tax-strui tuie oi a countiv we have to take into attount 
the tax system composed of d'llei ml taxes as a whole. Indivi¬ 
dually some taxes may bepiogi cssi\ e but due to otlici taxes the 
system as a whole may be i egi csmvc and inequilabh Similarly 
a few taxes may lie regressive but olheis mas be progressive 
and on the balance tin whole mas lie equitable 

Although all taxes aie ultiniatoh bouu by individuals 
who pay them cilhn out of tilth imomi 01 pmpeilv, foi the 
purpose of administrative touvenieiue ''ovciiimcnts adopt 
various devites to tolleci tlieii tax in times In basing tin 
taxes on difleienl classy of objetis I'm elopiinu ol somt 
such devices not only makes tin tax svsttnr oinpluutid bin 
often adveisely allects individuals who may be nituelv un- 
vvare of it and may piodute tile Is on ihe t«nnoinic strut tuu 
ofsoricly not inttnrled by the fi .mu 1 of the taxes. U is ihe 
purpose of ld\ analviis (0 imestig.itc lion diiftu til t. x s a flee t 
different individuals, both tlnedlv and inditettlv and wlul 
ultimate cflects the laxts have on tin ttnnomii organisation 
of society. This is ilom by ilasufwng taxes inti difleienl 
categories and stitching Unit intidirnr and eflecis Taxes 
have been tlassified in various ways But the most impoitanl 
one is to classify them into thru l anil imliiei t taxt >. Dhoti 
taxes have been defined as (host tisis which aie intended 
to be borne by the ptisms 011 whom tiny ate levied, while 
indirect taxes are levied on mu set ol ptisnns in the expetla- 
tion and with the intention that they will be parsed on t r otliris 
by the process of shifting.”* 

That is, in case of a dirett tax both the impact and inci¬ 
dence are expected to be on the same pci son but in case of an 
indirect tax they aie expected to be on dilleicnt persons. 
Income tax and inheritance lax are examples of direct taxes 


* Tub Lutz, ‘Public Finance’ 
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and excise duties and custom duties are examples of indirect 
taxes. But this is only broadly true and no rigid distinction 
can be made because there may be cases where part of the 
incidence of indirect tax cannot be shifted, whereas there may 
be also cases when a part of the incidence of the direct tax can 
be shifted. 

Before we can apprecia le properly the role played by these 
taxes it will be helpful to ascertain the meaning and signi¬ 
ficance of the terms used in tax analysis, such as impact, 
incidence and (-fleet of taxes. These terms refer to the stages 
through whic h a tax passes from its announcement to final 
resting plate and the ditferent reactions it produces. These 
reactions are not confined merely to the persons who arc 
concerned in providing the money but also spread over the 
wider field of the economic structure and organisation of' 
society. 

The mm impact refers to the reaction which the pro¬ 
spect or idea (or Jear . J j of parting with money and thercb) 
bearing the burden produces on the person called upon to pay 
a lax. By incidence is meant the final resting place of the 
burden and is said to be upon the person who ultimately 
pays the lax; whereas by the effects of a tax are meant the sum 
total of changes produced on the economic life and structure 
of the society as a result of the lax. Although it is quite abvious 
that in judging a particular lax or a tax-system we have to take 
into account all these aspects, yet lor the purpose of tax analysis, 
ii is necessary to distinguish pne aspect from the other and 
study them separately. It has been suggested that it is not 
possible 10 separate one aspect from the other because in 
practice they are intermixed. This may be true from the 
practical point of view but for distributing the tax burden 
equitably it is essential to keep such a distinction in mind. 

Persons on whom taxes are imposed or from whom 
they are eollcrtcd need not necessarily bear ihc burden if they 
cau afford to pass it over to some one else. This is done by 
what is called the process of shifting. This does not mean that 
all taxes can be shifted by those on whom they are imposed, 
neither can those taxes which are shilled be done so to the same 
extent or degree under every condition. 
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But it is possible to imagine that und-r certain conditions 
the incidence ofa certain la<c can lv separated from its impact. 
The difference between direct aul indirect taxes is based on 
this distinction. The process of shilling makes the equitable 
distribution of tax burden rather difficult and complicated. 
It is obvious that taxes should be distributed according to 
the ability of those on whom the incidence is likely to fall 
rather than of those from whom they are collected or nil whom 
they are imposed. It is necessary, therefore, to discover the 
conditions under which taxes are liable to be shifted so that 
the tax burden may be adjusted accordingly. This gives 
special importance to the theory of shifting and incidence of 
laxtion. 

Taxes are shilled as a rcsull of some kind of price trans¬ 
action or buying and selling between two per>ons. If the 
person from whom the tax is collected can obtain a higher 
price for his product, he succeeds in shilling the tax to the 
buyer. Taxes may be shifted both forward and backward. 
In practice we find them generally shilled fin ward from the 
producer to the whole saler, from the whole saler to the rctailei, 
and from the retailer to the consumer. It is onlv in rare cases 
that they are shilled backward Irom the retailei 10 the whole¬ 
saler, or from the wholesaler lo the producer aud even from 
the producer to those who supply some p irticulai factor of pro¬ 
duction. Butin whatever direction it is shifted it mostly follows 
the line of least resistance. We h t ve said that taxes are generally 
shifted by raising the prices of the commodities which enter 
into exchange. Tnc best way, therefov. to study the theory 
of incidence and shifting of taxes is to analyse the manner in 
which a tax on commodities affects their pri es. The degree 
and character of shilling ofa tax is determined by the effects 
it produces on the prices of the commodities. Prices, under 
normal conditions, are determined by the interaction of the 
forces of demand and supply. Prires of a commodity, there¬ 
fore, can be affected norm illy either by influencing the forces 
of supply or of demand or of both. Sellers try to shill the 
lax by raising the price of the commodity through their con¬ 
trol over the forces of supply. Buyers, on the other hand, 
resist it by their control over the forces of demand. The 
degree and character of shifting will depend on the respective 
bargaing powers of the different parties. Without going into 
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the details of the various complex forms of shifting and in¬ 
cidence under different conditions we shall concern ourselves 
with some broad generalisations that can be made about 
them. At the outest it is necessary to make clear distinction 
between taxes on commodities and services or indirect taxes 
on the one hand, and taxes on income and tronomic surplus 
01 direct taxes on the other. As regards the shilling and in¬ 
cidence of taxes on commodities and services arc concerned 
they are determined by the elasticity of demand and supply 
of these commodities. It has been said that other things 
bring equal, the more elastic the demand for the object of taxa¬ 
tion, the moir will be the incidence of the tax upon the seller. 
Whereas, other things being equal, the more elastic the supply 
of the object of taxation, the more will be theincidence of the 
tax upon the buyers. In case of very elastic demand for 
the taxed commodity buyers will try to resist any attempt at 
price increasr b) threatening to reduce their purchase. If 
the tax rate is not very high sellers will grudgingly bear the 
incidence rather than risk a big decline in their sale. On 
the other hand if the supply is very elastic the sellers are in 
sliongcr position. They will shift as much of the tax as possi¬ 
ble by threatening to reduce the supply and the buyers will 
be forced to yield. Elasticity is a relative term and it is very 
seldom we come across a commodity which has an absolutely 
inelastic demand. But generally speaking the demand for 
luxuries is more elastic than the demand for necessaries. It 
follows from this that a tax on luxuries is less likely to be shifted 
than a tax on necessaries. This means, therefore, that, other 
things being equal, a tax on necessaries will raise their price 
by a larger amount than an equal tax on luxuries. Absolute 
inelasticity of supply is also very rare. But there are certain 
commodities, like land in well populated locality, whose sup* 
ply is much less clastic, both in the short and long runs, than 
many other commodities. Therefore, a tax on commodities 
like laud can be much less shifted—-if it can be shifted at all— 
than an equal amount of tax levied on commodities whose 
supply is more clastic. There are a few important points to 
be noted about the elasticity of supply. First is the element 
of lime. Supply may be inelastic in the short period but 
elastic in the long run. In the short run supply of a commodity 
may be inelastic, because a new tax may be imposed not anti¬ 
cipated by the producers and when a stock has already been 
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accumulated. If the poods arc not of a very durable nature 
the producers will be forced lo dispose of their stock even at 
the cost of the whole lax, but will regulate subsequent 
production thereby controlling future supply. Secondly, in 
comparatively short period, supply of goods, for the production 
of which expensive and specialised machinery and highly 
skilled labour arc used, may be inelastic. Producers wall find 
that to cut down production with the imposition of a, tax will 
mean keeping the machinery partially idle, the loss of which 
may outweigh the amount of the tax. Moreover, they 
mav shift a part of the tax to the skilled labourers, whose posi¬ 
tion will be weaker now, because if production is rut down 
some of them will be eilln r partially employed or unemployed. 
For sometime, therefore, producers will maintain production 
and bcai the incidence themselves or share a part of it with 
the labouiers or with thosewho supply the raw materials and 
whose position may be vulnerable like that of the skilled 
labourers. But, in the long run, they will adjust supply 7 by 
irstricling tin* replacements of machine! y and investment cjl 
new capital, thereby making the supplv clastic. 

Shifting and incidence are also alln ted by the conditions 
of supplv which may be either competitive or monopolistic 
There may be cases wlieic a monopolist is not able to shift a 
lax on his product or may be able to shill a part oi it, vvheieas 
the same lax levied on goods produced under competitive 
conditions may he entirely shifted. There may he also condi¬ 
tions where just the reverse is true. That is a monopolist may be 
able to shill the entire incidence of a tax and the competitive 
produce! may be* prevented from doing so. 

Direct taxes such as income tax, and death duties .and 
taxes on economic surplus like a tax on economic icnl ait 
more difficult to shift and consequently their incidence is to 
a great extent on the party on vvhirh they arc imposed. 

The theories of shifting and inridcncc indicate that it is 
only in the case of diicct taxes —where the incidence cannot 
be shifted—that the tax burden can b..' equitably distributed 
and be made progressive. If any state collects a large amount 
of its revenue through indirect taxes it does so by taxing the 
“necessaries' 9 — commodities consumed by the mass of the 
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people. Such taxes weigh more heavily on the poor and are 
regressive in character. From the standpoint of equity, it 
follows, therefore, (hat if a state cannot entirely attolish indiu-ct 
taxes from its sc heme of taxation it should have as few of 
them as possible and under normal conditions they should not 
be on what are called “ necessaries” of life. 

Effects oj luxation. Taxes produce diircrent kinds of re¬ 
actions on the economic life and structure of society. These 
tractions or Lite rflects, as they arc called, can be cither 
good or harmful. It should be the object of all taxations 
to avoid c ompletely 01 to minimise as far as possible the harm¬ 
ful effci Is. "The best system of taxation from the economic 
point of view ” as Di. Dalton puls it “ is that which has the 
best ni the least bad economic eilccts.” But it should be 
emphasised again that in judging a tax system from any point 
of view the cHuls ol the* coiresponding expenditure inclined 
from the* pineeeds of the taxes should also be considered. If 
the harmful edicts ol the lav system outweigh the net 
social advantages gained Itom tin state Imanees then it is to 
be eomluded that the state has tailed to icalisc the ob¬ 
jective-maximum social welfare-hum the operation of its 
fiiiaiic i*s. 

The eflrc Is of taxes will be harmful il they check the pro¬ 
duction ol wealth 01 inipaii the giowlh of national dividend 
and obslnii l equitable didiihutioii ol what is piodurcd. Pro¬ 
duction will be checked il the tax svstem impaiis the health 
and effi'iemy 0 / ilic* people and disc outages savings and in- 
v eslmeiits. Thus any taxation upon the primer members 
of society, whethei direit taxes on small incomes 01 taxes on 
neeessaiies, will he undesirable. Beraiia* such taxes will cut 
down fiulhei the incomes which mav not be suilkient or may 
be just so for the bare st subsistence of life. Steeply progressive 
tax 1 at< s whit h knork dowm laige in'oines have beenohjec ted 
to by many wrilcis. They think thac such taxes liindci the will 
towoikand to amass large income and impair the incentives to 
risk-taking. High taxes would cei laiuly lie undesiiable if these 
vveie to be their outcome. Bui the will to work and the incen¬ 
tive for risk-taking are the resultants ol large and complex 
forces of which pecuniary motive is just ouc. So a progressive 
tax rale merely by itself need not always pioduee such harm- 
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ful effects as have been feared. Moreover, public expenditure 
of the tax proceeds, if judiciously undertaken, can off-set 
greatly the adverse effects that taxation may have on savings 
and investments. The principle of progression in taxation 
has been accepted by tax payers all over the world. 

We have studied taxation in all its important aspects. 
We finish our study by summing up what may be considered 
as the main characteristics of a well-designed tax system: 

llj Fiscal Adequacy. A tax system should provide 
the state with adequate and dependable revenue. 

12) Equity. It should be fair and equitable. 

(3) Economy. This does not mean merely that the 

cost of collection should not be unduly high but 
what is more important it should not adversely affect 
the ecomomy of the nation. 

(4) Elasticity. The tax system should in times of emer¬ 

gency be capable of producing increased reve¬ 
nue without undue disturbance to the economic 
life of the people. 

These characteristics, as will be obvious, are closely 
inter-rilated. 
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PUBLIC EXPENDITURE 

Although it is expenditure and not income that is the 
governing fact nr in public finance, economists notably English 
writers have had little to say about its principles. The reasons 
are not for to seek. The English classical economists who 
propogated the laws ; fail, principle maintained that state 
interveiit’on and i onscqucnlly state expenditure must be kept 
at a minimum 1 This doctrine of limited governmental ac¬ 
tivity dominated English and American writing on public 
finance until reel nt years. But the march of events contra¬ 
dicted this ronsi native doctrine which had to be altered 
under prcssui" ol luccssily or expediency. And as a result, 
besides the primary 1 unit ion of civil and military protection 
and civil adimnislialion such social activities as education, 
the building and maintenance of roads also, began to be pro¬ 
vided for. 

The scope of governmental activity and hence of expen¬ 
diture has iinrcdsul vilh un reaped consciousness and the 
need to reduce the evils of individualistic system has grown. 

1. “The vciv Ik .1 of all plans of linaiur is to spend little and the best of 
all taxes is Hut which is least in amount” J. B. Say. 

2. Total Stale lXpcmliiiiu as a peieeniagc of total National Income 


Canada 

1929 

n 

'0 

7 

1932 

0 

u 

It 

1933 

u/ 

/n 

14 

1936 

% 

13 

1937 1938 

0/ 0/ 

/o /0 

United States 

4 

8-5 

12 

13 

i'i i’s 

Japan 

15 

19 

20 

17 

... (42-43) 

Belgium 

18‘* 

23 

... 

21 

20 

France 

19 

26 

28 

29-5 

(28) 

Germany 

11 

13 

13 

III 


Hungiy 

25 

30 

32 

33 

31 28 

Norway 

lb 

18 

17-5 

20 

19 

Sweden 

10» 

15 

1.1 

13 

■ ■ ■ Iff 

Austialia 

22 

25 

29 

19 

■«i life 


Gi eat caution should b obsumlin u mg these "figures for interna¬ 
tional companions ol the thanges within each country. The figures in 
brackets are not smelly coinpaialrle. Woild's Economic Survey 1938-39. 
p. 58 
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It was felt not only necessary to protect the society from 
external and internal troubles, but also to improve the 
quality of people, a large majority of whom are under-pri¬ 
vileged, by expanding Ihe scope of state and local welfare 
activities. 1 2 3 Coming to this generation the care of the sirk, 
ihe aged poor, and the unemployed has come to be regarded 
an obligation of society. It is now increasingly rnognised 
that it is the business of the stale to ensure that every citizen 
is able to enjoy the primal \ necessities of life suflicient anil 
proper food, adequate shelter health and (-duration .seiviics 
commensurate with his needs. It is widely held that the stale 
should ensure this minimum by itself buying or producing 
and distributing the means of satisfying these primary wauls, 
whenever it is apparent that the held is not being adequately 
covered by private enterprise.* 

Thus there is a persistent tendency to increase extensively 
and intensively the functions of the state. Wherc\ n indix idual 
enterprise has failed to satisfy a partii ulai need lor no other 
reason than it does not pay, and where individual interest 
is in conflict with the interest of the people, or where public 
agency can provide a more economical serxire, state agency 
has been nci essary. 


At this stage the question that arises is, whether then- are 
economic limits to m possible maxima ol governmental ex¬ 
penditure. Schultz answers i orm.il> whui he says, ‘‘Political 
philosophy gives no help, economic theory little help iu defining 
the scope of state atlivilv and hence of gox ctnnirnl.il expendi- 
ture. Economists and political theorists are as impartial as 
munition makcis— they supply explosives to bolh sides ol many 
controversies”.' 1 Economists may have evaded Ihe question 
by leaving it unanswered. The issue, however, is th,,r. The 
individual has needs and many of them can he nuwi effectively 
satisfied through the agency of the state, that is. hy means ol 

1. Public expenditure in Aiuciiia Iijs iiui.-ascd l.om 7 1 ratio i>, 
national income in !«')() to LM-7 in l WO. 

Schultz Ament an Public Finance, page 55, 

2. U. K.Hicks —Putin F'mathv page 11, 

3. W. J. Schultz, Ametican Public Finance, page 29. 



PUBLIC EXPENDITURE 


7«5 

public expenditure. This is realised today more than ever. 
In the post war years it has become all the more necessary 
to establish a close relationship between the individual and the 
state and consequently there has arisen the popular demand 
for the nationalisation of the key industries in every country 
of the capitalist world 1 . In this demand is manifest the uni¬ 
versal urge for the extension of the state activities. 

Clarification of public expnditure. Public expenditure has 
been variously classified by economists and there is no una¬ 
nimity of opinion among them. 

Nicholson '1 classification. J. S. Nicholson who seems to 
maintain an extremely limited scope for state activity divides 
exp 'nditure on the basis of revenue received in return for 
services rendeml. The ultimate object of ,>ubic expenditure 
is not revenue. Such a classification may be useful from the 
point of view of the financial admin strator, but it is hardly 
of any theoretical interest 2 . 

Ph'hn's clarification. Prof. C. C. Plehn classifies expendi¬ 
ture on the basis of benefit r it her than tbit of levenue. 

Hhiglond, thr 01 miu or the laiue faitr theory, has nationalised its 
Bank of England and cimI iiidu.lry. In tiicir el it Lion platform the Labour 
Party wliirh is in powei I 1 lay promised to nationalise besides, internal 
transport, power and metallurgical industry. 

In Polditd all nicipiites employing more thm 50 workers wen 1 taken 
over by the estile nrror.liiii' to the decree concernin'* nationalisation of 
Polish industry (Jan. ISHoj. hiniulu.iermdy all the big commercial banks 
were nationalised. 

In Czechoslovakia, on October 24, 1945 by a decree of the President 
were nationalised the large scale industry, mines and pits, electric power 
stations, banks and insurance companies—Nationalisation of Industry after 
the War, by L. Evcnluo iu World Economic and World Politics. No. t, 
1947, translated by A. B. Kharadikar. 

*First, expenditure without any direct return by way of reve¬ 
nue, c. g. pom relief, cxpendiluie 011 war; two. expenditure without 
direct reiitui 11 bill wiLh indirect benefit lo ike revenue r. g. education; 
three, expenditure with partial return e. g. education fur which fees 
arcrccrivcd, subsidised railways that pay part of the expense; fourth 
expenditure that obtains a full return e. g. post office, gas works and 
generally state industries. Principles of Political Economy. 

45 FE 
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This classification has a fuir'ani' ntal basis. The dis¬ 
tinction, however, between the difietenl classes uf benefit 
cannot be clear-cut as there is likely to be constant shift 
from one class to another with evolution which Plelin himself 
admits. 

Shiim ’ das cijiralinn. Shirras divides all expenditure into 
primary and secondary expenditures. “Piimary expenditures 
include all expenditures which governments, worthy of the 
name of governments, are obliged above everything else to 
undertake, viz., defence, law and Older and Hie payment 
of debts." Such a classification is unsuitable today when a 
distinction between primary and secondary functions ef this 
kind cannot exist due to the fundamental changes in the views 
of men regarding the functions of the state. 

Public expenditure has also been divided into protective, 
commercial and developmental on the basis of the nature 
of the ccon «inic function performed by the stale 1 . The division, 
however, is not clear cut. Commercial ..nd developmental 
expenditures ate in a way protective also ami even if 
protective expenditure could be defined, the overlapping of 
commercial and developmental expenses would be dillicult, if 
not impossible to avoid 2 . 

Rubnnon. According to Robinson expenditure may be 
productive or unproductive. “Any stale ispendiluie which 
directly or indirectly develops the natural or human resources 
of the nation or leaf Is to tlicii more economical use may be 
expected to incicase national prosperity by innrasiug the 
national wealllt, and mav thus be expected ultimately to pay 
for itself given the important qualification that the gain due to 
increased expenditure is not less than the loss caused by heavier 
taxation’’ 3 . This is more a principle which should guide 
public expenditure than a classification. 


1 Adam, Finance P. I. 

*J. K. Mehta, The Nature and Classification and Principles 
of Public Revenue and Expenditure, P. 20. 

S M. E. Robinson, Public Finance, p. 7. 
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Professor A. C. Pigou classifies expenditure into two 
classes, exhaustive or real or non-transfer expenditure and 
transfer expenditure, that is “expenditures that purchase 
current services of productive resources for the use of (govern¬ 
ment! .111 thoiities and expenditures which consist in payments 
made Hllier gi.ituilously or in purchase of existing property 
rights to private persons” 1 . Real expenditure implies the 
actual using up resow res which would have been other¬ 
wise available to the community. Transfer expenditure on 
the other hand imnlves not using up but simply transference 
of lesmnces fiom one person 1o another 

Dab on ill aw s a broad distinction between public ex¬ 
penditure in tended “to prc i me the social life of the community 
against violent attack wlieihu internal or external”, and 
expeudituie intended “In impulse the c.u.ilily of that social 
life”. 2 Another distinction diawn by Dalton is division of 
expenditure into 'pants and put chase pikes. “A11 individual 
who lerriws publ'c money mr nr may not render in return 
.1 tlii ret quid pio quo In the publ'c authority.” If the indivi¬ 
dual has rendered sei vices 111 1 el urn for which he receives 
payment the state makes a pun base linm him. On the other 
hand if he incises public nimi'y or money’s woith without 
contributing am thin” tie* si.Hi* makes him a grant. Grant 
consists cither of nicut>*\ 01 >> »eivices siuh as five medical 
sei\ices, 01 nine, lion 01 old age pensions, pool relief contri¬ 
butions Iront genual finds to social insurance schemes. 
Payment by the state to am ol its employees or to contrac¬ 
tors are purchase puces. Dillon compare*, the distinction 
between giauu and purchase prii es with that between transfer 
expenditure and real expeudiluie. 

'“The luimtM ”iimp iml'ides expenditures on the maintenance 
and building up of Liu aim), n.»v>’ .iii foirr, livil servirr, edurational 
smiu\ nului.u), post tilln e, municipal tiainwa) scivicr mid so on. The 
Lain mi links c\p< iirlitmcs on the pa\men! of iuleiesL on government 
debt pension, siiknus benefit and mieniplovincnt benefit, also subsidies 
on the pioiluetion olpaitii 11 l .11 kinds of commodities, sugar, milk, meat 
or houses; also payment made in the irdeinptioii of government debt, i.c. 
irpui chase of government secuiities ,, --Pii*ou, A study in Public Fintinu 

P, 19- 




*H. Dalton, Public Finance, p. 201, p. 205. 
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Mr. J. K. Mehta adopts a classification of constant and 
variable expenditures. Expenditure is constant when it does 
not necessarily increase w ith increased use of services which 
arc financed by it e.g. expenditure on national defence or on 
light houses. This expenditure “is not alTected by the extent 
to which the individuals use, or choose to be benefited by, 
the services which arc financed by it.” Expenditure is vari¬ 
able when it increases with every increase in the use of public 
services by the people for whose benefit they arc incurred e.g. 
law courts, public undertakings 1 . 

Thus we find that public expendituie has been sub¬ 
jected to a variety of classifications, most of which are based 
on certain features of expenditure. In many cases the classes 
are either overlapping or arc not rigid as in Plehn’s and Shirras’ 
classifications, or the fundamental basis of public expenditure 
is ignored as for instance when revenue received is made the 
basis of classifications. Robinson lays down a useful principle 
to guide public expenditure. While Mehta’s definition may 
have a logical basis, Pigou’s classification based on the very 
nature of public expenditure, from this point of view, is a very 
satisfactory one. 

Principle of public expciuliluie, The doctrine of maximum 
social advantage is tlie fundamental principle of public finance. 
Maximisation of social advantages is possible when with the 
objective in view, public expenditure in different directions 
is pushed in such a way as to yield equal marginal utility. 
To a statesman with an objective standard of social welfare 
there is the whole wealth of the c ommunity to draw upon in 
addition to the possibility of making loans. And since public 
expenditure is able to bring about changes in the wealth of 
a community and its distribution, the distribution of a given 
total of expenditure between different directions should aim 
at equal marginal utility. 


1K Thc state dec ides to spend a certain amount on this head (i.c., 
national defence)- -an amount which is mainly determined by external 
factors and only partly by the size of the population or the value of the 
prosperity in the countiy.” J. K. Mehta, The Nature and classification and 
Principles of Public Revenue and Expenditure, p. 28. 
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Equalisation of utilities is necessary not only of (he present 
expenditure but also of the future expenditure. This is as 
true of public finance as of private finance. In fact the respon¬ 
sibility of the public authority is much more as it is the trustee 
of the future. 

The effects of public expenditure however will have to 
be balanced by the effects of obtaining public revenue 1 . Any 
principle nf public finance will be incomplete which docs not 
keep in view (he ellecls of obtaining revenue. Thus not only 
should marginal social advantage of expenditure in all direc¬ 
tions be equalised but also that this should be balanced by the 
marginal social disadvantage of obtaining revenue. Dalton 
has said, “this is a difficult calculus, but that statesmen must 
handle it as best as they can; there is no practical alternative.” 

In the field of practice rcrlain rules have been laid down 
by Prof. Shirras. According 10 him there are 4 rules or 
canons of public expenditure: 1. Canon of Benefit, 2. Canon 
of Economy, '1. Canon of Sanction, 1. Canon of Surplus. 

Canon of Benefit emphasises the principle of maximum 
benefit in public expenditure. The results of public expen¬ 
diture must be to increase benefit. 

Canon of Economy Ja>s down that nionej should be 
spent economically. This follows from the first. Benefit can 
be maximised, when the cost to obtain it is kepi at a minimum 
or an economic use of resources is made. 

According to the Canon of Sanction an economic use 
of resources will be possible if there is a check on an unwise 
and reckless expenditure. Hence the rule that a public 
authority must obtain sanction to spend from a higher authority 
for expenses beyond a certain limit. Canon of sanction is a 
means to obtain economy and economy is necessary to obtain 
maximum benefit. 

Canon of Surplus maintains that the public authority 
should avoid deficits in expenditure. That is, public authori- 

1 H. Dalton ‘Public Finance ’ p.200. 
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ties like private persons should live within their means. This 
is a general rule to be observed. Loans, however, are not 
completely ruled out. Generally money should be borrowed 
for useful purposes so that the public authority has revenue 
enough to pay interest and build up a sinking fund to repay 
the principal. In emergencies, however, state cannot avoid 
deficit budgets, which may be essential to avoid greater 
damage to the final.rial machinery. 

Public exp nil'llui<’ ami (mnludion. Sinn; governmental 
bodies undertake both exhaustive and liansfer expenditures, 
utilising large sums of money as employ er and producer of 
services and commodities, the pioduction sy->iem of a unmtry 
is certain to be proioundh influenced. Theii action and 
reaction extend through the cioiiomii system as a result of 
diversion of resources, and met i ause < lunge, in the chaiaetei 
and volume of production. The Luglish eionoui'ids of the 
laissezjaire school ignoud the lesulls of goM-imncntal expen¬ 
diture and studied the ellccls of the reduction ofpiiv.ile pm- 
chasingpower raused by taxation, in the final analysis, publii 
expenditure involves a transfer ol pure fusing powci which 
is most clearly seen in the eases ol old age pensions, social 
insurance schemes and intciesi on loans. Thru give a large 
section of population additional pun.basing power, and 
often increase their savings. Besides, the expendituie ou 
education and the maintenance of health seisin*. ,ue an in¬ 
vestment in human resources which iias its influence on ihc 
total pruduction. 

Again as Dr. Dalton points out public expenditure exer¬ 
cises a great influence on pioduction due to tin* diversion of 
economic resources that it brings about between dillereni 
employments and localities. In those countries wheie public 
finance or public economy lias a much wider scope ^because it 
works along certain planned dim lion ot all economic activities 
towards definite ends) the extent to which di\ ersion of resources 
can take place is very great. In the U. S. S. R., the First Five 
Years’ Plan was mainly devoted to diverting resources to 
promote the growth of heavy industries. The main economic 
and political purpose of the Five Year Plan of 19 Jb-50 on the 
other hand is to rehabilitate the war ravaged regions of ihe 
country, to restore industry and agriculture to their pre-war 
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level and then to surpass this level considerably” 3 . Public 
expenditure is playing an important part in rebuilding and 
rehabilitating the countries of eastern Europe, which are 
nationalising their means of production and planning their 
economic activities as the only solution to their economic 
problems. 

Within the framework of private property and private 
enterprise diversions ol economic resources lake place within a 
restricted field, as the range of economic activities of the state 
is narrow. However, it has been recognised that all those 
forms of public expenditure which increase productive effici¬ 
ency more than it would increase if the funds were left in the 
hands of private individuals are justified. To this class be¬ 
longs expenditure on vail wavs, irrigation, a If-relation and 
reclamation of land: second, icseaiih and invention and 
third, maintenance of public utility set vices, education, public 
health; and aid to insurance against unemployment and other 
risks. 


Diversions ol economic resources take place between 
localities when the central government make a distribution 
of grant to local authorities without which they lanuot func¬ 
tion properly. At eas ec nnomically undeveloped require such 
financial aid. 

Resources may he diverted to unprofitable and unpro¬ 
ductive ends also. A large part of public experrcliture today 
is diverted to the making of armaments and maintenance ot 
military sei vices, expenditure which docs not add anything 
to human welfare. An increase in the expenditure of the 
armed forces by all nations does not increase the relative secu¬ 
rity of a government; it takes away economic resources from 
other uses in which they would have made a direct contribution 
to human welfare. The community is depriv cd of the services 
of a large number of selected arrd also large quantities of im¬ 
portant commodities such as itotr, coal and oil, and economic 
welfare- is reduced. To this class would also belong expen¬ 
diture on domestic police, courts of justice, factory inspectors, 


X N. A. Voznesensky; Repo it im the fine l ear Plan 1946-50. 
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expenditures which make no positive contribution to human 
welfare 1 . 

Thus a wise system of public expenditure will stimulate 
production by increasing productive eflicicncy of the people 
as a whole, anil by diverting resources to productive channels. 

IuLlic exj fnditure has its influence on distribution. 
That systim oJ public expenditure is desirable which tends to 
reduce gross ini quality of in< omes. A .,y stem of public expen¬ 
diture which ream es inequality of incomes instead ol enhancing 
it, contributes to economic welfare. Dim I transfer of wealth 
improves distribution by miming imqudity, and also by 
adjusting individual incomes lu family nods dining diJlerent 
periods of time. Frovhions ol old age and widow pensions 
and sickness, unemployment and matnnitv bcnclits have 
this as one of the objcitives in view. The more usual inrthod 
of transfer is by the provision ol Iree goods and smites as iree 
mcoical sendee, free education. The dint of both direct 
and indirect transfer is reduction of inequality of im omes. 

Expenditure which confers t onunon benefit on all mem¬ 
bers of a community as provision ol good roads or fire water 
supply, cheap transport, undoubtedly inJlunues distribution, 
but its ifl'cets on the dillcrent classes ;u c diflicult to Irat e 2 . 


1 “Expenditure which would be largely unnec cssaiy if only men 
were a little wiser, or moie imaginative, or more honest than they are,” 
Dalton, Public Finance, p. 215. 

1 "While paying taxes is an individual ailaii, about one half of 
public expenditure goes to provide benefits which aic to all intents and 
purposes indivisible. On the other hand, tlir other half of public expendi¬ 
ture has a very definite and socially important distribution between income 
classes, and it is tliis in which we are interested when we talk about the 
redistribution ol income”. U. K. Hicks, Public Finance, p. 297. 



CHAPTER LVm 

PUBLIC DEBT 


An important source of revenue of a public authority 
is bonowing. Public icvenue in its widest sense includes all 
incomes, even the money that is borrowed. The proceeds 
of public borrowing are included as a part of public receipts 
while the payment of the principal and interest charges on the 
borrowed money loim a pait of public expenditure. 

A distinction may be drawn between private credit and 
public ci edit. A public authority ran raise an internal or an 
external loan, that i 1 , it mat bonow from those who are sub¬ 
ject to its authority oi hom those who aie not. An individual 
on the other hand < annoi raise* an internal loan in any ordinary 
sense of the wonl. Again, when the Government of a country 
borrows money hom its people it spends it for the benefit of the 
people some of whom may be eteditors themselves. The 

J irivate borrowo, however, uses the borrowed money either 
or himself oi fm those in whom he is interested and thelendei 
is, if at all, only temo'cly abetted. 

Repay men! of debt In a Government is made by taxing 
the people gcnei ally Part of the money that is needed to pay 
the dibts may roinr fiom the very people to whom payment 
will be made i.c\ a taxpayer may also be a public creditor. 
A public creditoi thus will not benefit wholly by repayment ol 
‘he debt but only to Ihc extent to which he is not taxed for 
such a purpose. This will not be so in the case of a private 
lender. 

There are other points of difference also. The debtor 
state lives fur ever and hence can make perpetual debts, a thing 
impossible for a private individual to do. Then the rate of 
inlercst on public loans is generally lower than that on private 
loans. Tims is explained by the higher credit of the public 
authority. 

T he Pun pose oj Public lionowini>. Public borrowing has 
assumed great importance in the public finance of modem 
governments. The true function of publir credit is to serve 
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as a supplement to the other sources of revenue. The question 
then arises as to the circumstances, under which stale should 
borrow. Governments have to incur regular expenditure 
in accordance with budget provisions but tax incomes are 
collected only during certain periods of the year. To enable 
the Stale to carry on its work with uniformity, borrowing 
becomes necessary in anticipation of revenue receipts. For 
example, in India, a major part of the revenue is received 
between the months of January and March, while during 
the remaining months of the year current revenue falls '.hurt 
of current expenditure. Government of India raises tem¬ 
porary loans in the form of treasury bills or ways and means 
advances in anticipation of revenue to meet their expenditure. 

Secondly, money may be required lor the* de elopmenl 
of economic resources. And since large sums of money nu\ 
be rcquiicd for tliis purpose it is better to borrow nionev for 
investment than to obtain it by taxation. The modern State 
has assumed many more responsibilities today; its activities 
are extended in various directions. Large resources ate 
necessary to enable it to supply goods and services. For these 
puiposcs the State finds it necessary to borrow the savings ol 
the people. 

Money is borrowed for emergency purpo.es. Emer¬ 
gency calls for prompt action and increased taxation is usually 
not adequate for such situations, for some time is required to 
get the tax machine running at higher speed, lion owing 
thus appears to be the only feasible method of providing 
immediate financial relief to governments. War and pre¬ 
parations for war have been the most predominant cmoigeiicy 
ibr which governments have borrowed huge Sums as a result 
of which large publir debts have arisen. The costliness of 
modern waifarr finds tax incomes to be absolutely inadequate 
and hence loaus have been resorted to. Such borrow ings have 
been certainly for unproductive purposes. The publuii debt 
in India for example originated with the imperialist wars 
fought by the. East India Company, and even when the Company 
ceased to exist its debt and liabilities were charged on India. 

Principles of Public debt. Public loans exercise a great 
influence on a country's national economy. Since tlic choice 
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lies between loans and taxes ii is necessary to know under 
what conditions State should obtain money by loans rather 
than by taxes From the point of view of the individual, 
money obtained by taxation and that by borrowing has im¬ 
portant differences. If it is obtained by taxation it is not 
paid back to the people. If L is raised by means of loans, 
it netessitales the obligation to pay it nil', Lc. it gives the in¬ 
dividual lender a claim on the gov.mment for payment of 
inleresl and repayment of the .sum boirowed. 

All regular muriiiu, expenditure should be met liom 
taxation. r Jliis is un important principle that ought to be 
observed. Nmual expenditure* cannot be met from loans 
foi this would cut.ul borrowing <\> n seat and taxation would 
be nccessaiy to the extent ol the loans. II a recurring expen¬ 
diture arises beianse of an iiid'uicse**u enieigcncy loans may 
be contracted Jin th»* ji.upi sr. 

Liineigemics me ol a tempo’.,nv nature and such ex¬ 
penditure will not ari’C wiili regularity. For example, 
pail ol the money minimi for refugee rehabilitation, parti¬ 
cularly, loi the piupon of colouhalioii may be financed out 
of loans. This is because ol two reasons. Fxpeuditure of 
this nature lias aiheu out of abuoimal conditions, and is 
likely to reun for .1 period of time. Secondly the expenditure 
is of ihe uatuie ol vapiial expenditure the usefulness ol which 
will be spread oui a long period ul tune. Ti may be possible 
to meet pait of the debt vi vie rs from the incomes 1 exulting from 
such au expcndilute as will be in the luuiie of investment. 

Non-rei urriug expenditure max be Imauced out of 
loans. Expenditures incurred low ai els productive or develop¬ 
ment works are of mm-rccuriing 11,1 lute and are usually met 
from loans. These expenditures .11 e iu the nature of rapital 
expenditure lire benefits of which are spiead over a time. 
Such expenditures may or may not bring into existence capital 
goods e.g. a loan raised for constructing school buildings does 
not bring into existence productive good in the srn.se that it 
is productive of immediate wealth, but does result in substan¬ 
tial benefit which w ill be enjoyed by the future years. Capital 
expenditures ineuricd in building railways or constructing 
dams or erecting factories are usually productive of revenue 
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from which interest charges may be met. All these expen¬ 
ditures, it may be repeated, benefit not only the present 
generation but also the future generation. Since benefits 
accrue to people in the future, it is financially sound, that 
the cost of such expenditures should also be distributed over 
the future years. 

A non-recurring expenditure of another type for which 
borrowing on a large scale is undertaken is in the case of finan¬ 
cing war. Debts incurred for the financing war and prepara¬ 
tion for war have been the origin of public debts in man) 
couulrics, and so far as most natioual governments are concer¬ 
ned bulk of their public debt lias been due to war. In the 
earlier days wars used to be financed out of State hoards of 
treasure. Such methods naturally were found to be thorough¬ 
ly inadequate to meet the demands of modern warfarr. 

As regards the problem, whether loans 01 taxes should 
be used to finance war, expediency has played a large part 
in the matter. The economic waste and destruction caused 
by a modern war need no emphasis. It is an emergency Lhe 
cost of which is so heavy in men and materials and involves 
diversion of so much resources that naturally taxation alone 
has been found inadequate to finance it. It was held by 
certain classical writers notably Ricardo that war should be 
(inaneed mainly by taxation. According to this view taxa¬ 
tion would check unnecessary expenditure, avoid some of the 
dangers of inflation of rredit and prices, and also the burden 
of heavy post war taxation. Expediency, however, should 
be the main consideration. There is a limit to which taxation 
can be raised. Besides, tax revenue will be inadequate. 
Hencr the resort to large scale borrowing. 

(.luuijuation oj Public debts. Public loans are differenil) 
classified. They differ from one another according to the 
length of period for which they have been raised, conditions 
of repayment, the market in which loans arc floated, the 
purpose for which they are utilised. Thus there are funded 
and unfunded or floating loans, redeemable and irredeemable 
loans, internal and external loans, productive and unpro¬ 
ductive loans. Besides, there used to be either forced loans 
or voluntary loans in the early days. Forced loans were 
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levied by many governments. A lorccd loan, however, cannot 
he regarded as a public loan in the real sense. It lias many 
of the characteristics of a tax. A forced loan is rare in modern 
finance. 

Fund id und unjundtd debt i . The distinction drawn bet¬ 
ween funded and unfunded or floating debt is roughly equiva¬ 
lent to that between long-term and short-term debt. Usually 
unfunded debts an* used to mean loans which arc. repayable 
within a short period, i.e. a year; funded debts are loans repay¬ 
able after a long period. Unfunded debts are incurred for 
filling temporary gaps in (lie budgets. As stated before, 
public expenditure is greater than public receipts during 
i rrtain parts of' the year. Temporary borrowings have to be 
made in anticipation of revenue. Funded debt is used in the 
sense of a permanent debt or a long period debt. Long period 
debts may be incurred for various purposes as land reclamation, 
famine relief etc. 

Then* is no uniformity in the use of these terms. In 
India, for instance, a further distinction is made between 
unfunded and floating debt, while in most countries they are 
regarded as the same. A floating debt is repayble within 
twelve months of the date of issue It includes Ways and 
Means Advanres from the Reserve Bank of India and Treasury 
Bills. Unfunded debt is used to refer to certain interest bear¬ 
ing obligations of the Central Government siuh as post ofliee 
National Savings Certificate, post office Savings Banks deposits, 
post ofliee cash certificates, post offices Defence Savings Certi¬ 
ficate, post office Defrni c Savings Banks deposits. State Pro¬ 
vident Fund etc. 

An example of funded debl in ludia is the peimanent 
or interminable Hfc percent Government Promissory Note. 

Redeemable and irredeemable debt. Loans which the govern¬ 
ment promises to pay off at some future dale are known as 
redeemable loans. Public loans arc mostly redeemable loans. 
Those loans for which no promise is made arc known as irfre- 
dccmable loans. The government is obliged to make arrange¬ 
ment for paying off redeemable loans cither by means of taxa¬ 
tion or by fresh loans. In any case taxpayers will have to pay 
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the sum required both for interest and for purposes of redemp¬ 
tion of the loan. Jn the case o( iiiedccmablc loans it will be 
necessary to pay intciest changes. Burden of indebtedness of 
a lountry is likelv to inura r bv ‘lull loan . 

Productive avd unjnoduihu J<01 Productive debt releis to 
a debt which is fully covered by assets. It is a debt which 
is invested and, in effect, is especial to \ield a me nrv income 
or to ineicase the prodtic lie e pnw ei oJ a f oinmnnily Unpro¬ 
ductive debt releis to a debt wJi’ch n noi emmd by assets 
or whielt is not expected 10 \icl I au'linng This distinction 
between produemr and unpjodui ti\e loans is not vriy scienti¬ 
fic, loi all debts are gem tally pu'diuln t in the widest sense 
of the woid. A loan raised to be expr nit 1 for tin r liel of 
famine a/reitcd anas mas no' lit Man imni'diati income but 
it is ceitainly not barren of res its. 11 in i sm h a loin cannot 
be unproductive. *1 loan i an In niipioduc l u in om 'erne, 
that is when such a use is mid nl it , \ i 1 Is no ie nits oi 
yields negativ e lesulls, e g n when it w itit i > linan e w hemes 
which are latir abandoned oi in du i,i‘ oi i* u wluie theie 
is wanLon dcstiuctinn in tin belli'clent • minims 

Internal loan and exhmal loan. \ loan is inttiual if it is 
subscribed by nationals oi lostitninn. usidlin' within a 
country. It is external, il it is aiV'iibc I bv n ilion ils or 
inslitulions residing outside the c o. >itt\ Hu (iou nmnil 
ol India tan borrow monos ullie wlluu tin couiiiis or in 
foreign cnuuliies. Lojps iui *'(1 vulun lu » limits ait known 
as mpie loans, while loins lai cfi in I M<>iuinl or 'miiica, 
sterlineloansordoIl.il loins l’i .i t i'ivi ol wealth is < uiscd 
by both internal and external loans In tin case ol an mlei- 
nal debt repayment ol principal uni mo ie>t chan'i* means 
transfers of wealth svitliin the cramliy or .i i hunge m the dislii- 
bution of wealth. In the rase ol i xinnal loans the hot lowing 
country escapes the netessity of i. linin'the necessary lesenuc 
immediately. When the time ol lepavmeiit conies piovision 
has to be made to meet both intc i est ch.u ges .uid repas menl of 
principal. Thus external loan implies Irausfer of wealth 
intwodircctions: firstly, li ansfer from t he lendei to the boii ower, 
i.c. from the foieigncr to lire borrowing lountry. Secondly, 
transfer in the reverse direction i.c. from the borrowing to the 
lending country when interest and principal will be paid. 
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So while an internal debt causes change in the distribution of 
wealth within a country, external borrowing involves the 
necessity of tiansferring a part of the net income of the borrow¬ 
ing country to the lender country. The former is poorer by 
the amount ti ansferred. 

Jiuid’n of debt. In estimating the burden of public debt 
there arc two major considerations: what is the extent of 
internal and o! external loans, and for what purpose lias the 
loan bet n lonti.u ted. A public debt involves burden of two 
kinds, buidni in teims of monry and burden in terms of loss 
n| eronomu wdlaie. In the rase of external debt the direct 
in >ney bo'dm is measured by the sum lhat has to be paid to 
the extnnai ueditors by way of annual interest charges and 
p/ymeut of priueip.d. Direct real burden is measured by 
the loss oi r*i oiimnir welfare which the money payments in- 
\ol\e. l/issof' eermomir welfare will bemorent less a< i orcling 
to the piopor'ions in which rirh and the poor of the com¬ 
munity aie nude In contribute towards debt servites. Real 
Imithn or loss ol uonomii wellare will be smaller if the rich 
contribute more than the poor. 

Tn tin* rase of internal debt there is no direct in wy bur¬ 
den for the comm unit) as such. But as tlieie is transfer of 
wealth liom one section of the community to another thru* 
is direct real bin den wliiili ineri'ases or dn teases, arcor- 
ding as the iransfei increases or den eases inequality of in¬ 
comes. Thine would be transference of wealth liom the rich 
to the [looi by which inequality of incomes would be t educed, 
il for instam e, the public debt consisted of Saving Certificates 
held by tin* wage carneis and the middle classes while taxa¬ 
tion consist id only of income-tax and death duties on the 
wealthy. A publii debt of this kind would confer benefit 
to tin* 1 omnium!v. Actual conditions are however other¬ 
wise. Public securites are generally held by the wealthy, and 
dim l taxes lannol be progressive rnou',li to modify inequality 
of wealth to a great extent. Internal debt therefore encoura¬ 
ges unearned income and involves real burden as inequalitx 
of wealth is increased . 

Both internal and external debts tend to discourage pro¬ 
duction by checking the tax-payer’s desire and the ability to 
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save and work, and secondly, by reducing the amount avail- 
able for those forms of public expenditures which would promoi e 
production. 

The burden of a productive debt whether internal or 
external, differs from the burden of a deadweight debt or ,i 
debt which is not covered by assets of corresponding value, 
both internal and external. A productive debt incurred in 
developing the economic resources of a community eithei 
increases its productive powers in the long run, or is a means 
of creating public assets which yield an income sufficient to 
pay the debt charges. In this case, there will be no leal 
burden as such on the community whether the creditor is 
living within the country oi abioad. As to when a country 
should borrow within the country or outside will depend upon 
the situation of the borrowing country. An under-developed 
country when it requires large resources fm expansion which 
may be too big a task to perform unaided, may find it expe¬ 
dient to borrow abroad, provided no political control of any 
kind is associated with it. The general prejudice against 
external loans has sound reasons for such loans arc seldom 
obtained without some kind of economic or political control. 

If a debl is borrowed for unproductive use, the results 
in the case of internal loans would be different from thase of 
external loans. When a country borrow 1 * externally for financing 
a war the foreign resources are used up in munitions and food 
for the fighting forces. The borrowing countiy has to meet 
the interest charges not from any assets created, or from any 
increase in productive power, for no such increase has been 
affected, but from the country’s existing production, i.c., 
from taxes year by year. Payment of debt charges to the 
lending country involve direct money burden, direct real 
burden, and indirect burden for the charges may adversely 
affect the production system of the community. 

Internal deadweight debts accentuate inequality of 
wealth by causing transference of wealth from poor tax-payers 
to the wealthy public creditors and secondly cause inter¬ 
ference in the productive powers of the community. 

Redemption of public debt r There are several ways of 
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paying off a public debt. The usual method is to provide for 
the accumulation of a fund known as the Sinking Fund for 
the redemption of the debt. Such a fund may be built 1 up 
either by a fixed $um of money that may be set aside from 
tax revenue, or by any surplus revenue that may arise in 
any given year 1 . The former system is applied when the 
tax system is so arranged that the sum set aside annually in 
respect of a given loan accumulates, so that the accumulated 
total including interest will be sufficient to redeem the loan 
at the time of maturity. A Sinking Fund which is fed not 
from taxes but from new borrowings is no sinking fund, lor 
in this case only new debts are replacing the old. 

Where a debt is incurred for the acquisition of tangible 
assets in the form of capital goods, another method of build¬ 
ing up a sinking fund would be to maintain a depreciation 
fund out of the yield of lh * capital goods. So while in the first 
case tax revenue is utilised for building a sinking fund, in this 
case revenue yield is utilised to do the same. Where revenue falls 
short of the sum to be set aside, the difference is made up by 
taxation. This method cannot be applied to all loans, however, 
but only to productive as distinct from deadweight debts. War 
debts have few assets to be set against them. Proceeds of the 
sale of war stores should be earmarked for debt rcductiou and 
not treated as ordinary revenue. 

Conversion of Loans In order to lessen the burden of a 
public debt very often existing debts are converted into debts 
carrying a lower rate of interest. This process is known as con¬ 
version of loans. Such a thing is possible only when the existing 
rate of interest is lower than the rate that prevailed when the 
debt was floated. The slate makcs'it possible for the creditors 
to make a choice between redemption of a debt and accept¬ 
ance of a new loan at a lower interest rjlr. Really speaking 
it is not repayment but only exchange of new debts for old. 
It does not lead to redemption of a loan. As interest charges 
on the new loan are less, immediate burden is reduced. To 
this extent conversion is advantageous. 

Ufa loan of five erores of rupees has to be redeemed after 10 years, 
the government need to tax the people to the extent of 50 lakhs or J a 
crorc every year for 10 years. 
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Capital Lev r. Another method,much discussed after the 
years of the first World War, was by the imposition of a very 
heavy tax only once or twice. Instead of spreading the repay¬ 
ment of a debt over a considerable period of time, this plan 
undertakes to extinguish it, or a very large part of it, by a single 
levy on accumulated wealth. If the levy is imposed on capi¬ 
tal it is known as Capital Levy, otherwise it is just Special 
Levy. Ordinal ily a heavy imposition, whether imposed 
on capital particularly or nol, will be paid out of accumulated 
wealth or capital in general, for, alar jc number of people will 
find it difficult in pay out of cunent in* omc. Capital levy oi 
special levy has advantage over the sinking fund method in 
that it is a payment for oitie and will n u be repeated. Tli<‘ 
arguments in favour of this me* hod are, Justly, that people ne<\l 
not be taxed ever)' yeat and Government ill lie saved of tin 
trouble of arranging foi upayment of debts. Secondly, ie- 
duction of taxation in the future will ledure lh«* bad efleu* 
of taxation on production, of course ifthne b no feat of fresh 
levies in the future. Thirdly, the unequal sari Hires made 
by the dillercnt sertions of tier community during ihe war 
can be corrected by imposing such a levy. It is unfair that 
the most enterprising section < f the community, i.e. the youth, 
that fight during the war and make large sanifices, should 
after getting back from the war, labour to provide interest on 
money while others who stayed at home, and in many cases 
earned well, because of these youth, woe able to lend in large 
amounts, while they were fighting. “If it was right that 
young men should give their lives, it was right that rich men 
should give their wealth in taxation*’ 1 . Fourthly, the 
burden of debt increases with a general la 11 in pricesinlhc post¬ 
war period when the holders of Government securities gain 
at the expense of tax payors. Imposition of a capital levy will 
reduce the public debt, hence the burden. 

Arguments put forward against capital levy arc: since 
a heavy tax like, capital levy is paid out of capital or savings, 
it implies less savings in the future. Secondly, it discrimina¬ 
tes against those who have lived economically and saved. 
Thirdly, administrative difficulties would stand in the way 

1. Quoted by G. Finlay Shirras in Science of Public Finance 
page 868. 
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of imposing such a levy. Proper assessment of trade asses ts, 
household goods and miscellaneous property presents diffi¬ 
culties. Then there is the difficulty of guarantee against the 
repetition of the levy, in future. 

Whatever may be said against the imposition of a levy, 
social justice demands that at least a part of the enormous 
wealth accumulated during extraordinary circumstances 
suih as the war, be utilised to redeem public debt and to re¬ 
duce tax burden. In England, such a method was proposed 
after the first World War when public debts of huge dimensions 
accumulated. This proposal to insutuc a capital levy led 
to one of the major political controversies of the early post war 
years. The levy, howevei, was not imposed 1 . 

Repudiation. Repudiation it another way of getting rid of 
the burden of debt. A Government is said to repudiate its debt 
when it refuses to admit the validity of its obligations. Repudia¬ 
tion may be partial or complete. The best example of the 
former is the case of Soviet Russia in 1918 and several states 
of the American Commonwealth in the 19th century. Partial 
repudiation is inflicted when the burden of debt is lightened 
indirectly or in concealed form by depreciation of currency, 
i. e. by the issue of excessive notes wliich lighten the burden 
of debt from the point of view of the state, e. g. this happened 
in many countries particularly in Germany after the first 
World War, and in China, notably during and after the second 
World War. 

From the economic point of view repudiation whether as 
a mere incident in a social revolution, or an isolated act of 
policy will create difficulty for the public authority concerned 
at least for some time, in floating further loans. Besides, in 
the case of an external loan there will be danger of provoking 
aggressive action by the creditor country against the repudiat¬ 
ing Government. The Soviet Union had to face great pro¬ 
vocation by the various countries in the way of trade boycotts, 


•Dalion, a great upholder of capital levy says “On this practical 
issue competent economists were divided among themselves and some 
changed sides at short notice”. Public Finance p. 270. Obviously the 
pressure of vested interests stood on the way. 
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camp ai gns of propaganda, threat of military action and 
so on. 

Repudiation has been renamed default, suspension of 
payments, transfer moratorium In their effect they imply 
inability to pay, or chance of payment not too soon. Many 
Governments alter 1929 ceased, diminished or postponed 
payment on their central debts. Regarding internal debts 
reduction of rate of interest by compulsory conversion is strict¬ 
ly speaking partial repudiation. Thus loans to governments 
carry risks. At the same time experience shows that public 
credit does not suffer much by these measures. 



PART XI 

Conditions of Economic Progr 




CHAPTER LIX 


EARLIER FORMS OF PRODUCTION 

The Primitive State. Ever since man was bom on this 
earth he has experimented with varied and diverse 
methods oi' earning his livelihood. The necessitv of 
earning the daily bread through his direct, personal effort 
was so pressing that at no lime could he shake off his 
bondage 1o the physical world around him. In the course 
of the long .aid arduous journey to civilised forms of life, 
many a time it was vainly sought to be emphasised that 
man by no means lived by bread clone; but the cireumstances 
oNife every lime made him realise that he could in( also live 
without it for long. Thus, more or less unaffected and 
unaltered by all thit he could possibly conceive or improvise 
to lighten his routine toil, involved in coming ihe daily bread, 
Ids slavery to Nature continued unabated. 

In the earliest phase of his life he had to depend for his 
livelihood on those things around him on which he could 
casilv lay his hands. Living in jungles and on hills, for then 
the earth’s surface mostly .ibmndul in these, he had to pluck 
fruits and kill animiK to olMV his burger. He lived 
long in that stale, when he also learal howto make use of 
the skin and bones of the animals he hunted on. And, 
after the disrovrrv of fire, he 1 *urnl as well how to cook 
his food. The lal tint he obi lined from the animals 
he killed he began to use now for lighting and cooking 
purposes. 

In the manner and method of satisfying his wants man 
soon distinguished himself from all other liviugspeoies. For 
example, while all others had accepted the objective conditions 
of life as they had found them, man never tolerated the 
discomforts of the physical world around him. And it was 
mainly for this reason that, in the long course of his evolution 
on this earth, he seldom took anything as unalterable or 
unchangeable. On the contrary, he constantly tried to change 
his environment and ceaselessly aspired to transform the 
quality of his life with a view to producing better and still 
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better results. For instance, while animals continued to live 
in the same state in which their earliest ancestors had lived on 
this earth, man began, stage after stage, to cook and Store 
food, cover himself with animal hair and skin, hollow out 
caves for shelter, and make such tools and implements as could 
help him to increase his supply or food. He was thus in a 
state of perpetual restlessness, always trying to create con¬ 
ditions of ease, comfort, protection and, above all, security 
of life. 

And it was this untiring efl'ort of his, directed to the crea¬ 
tion of conditions of security, which led him to effect some of 
the greatest transformations in the quality of his life. For 
example, when lie found that he could not always be sure of 
catching fish or killing animals just in ihc hour of his need, 
he became painfully conscious of the uncertain and preca¬ 
rious nature of his earthly existence. He began to do¬ 
mesticate the wild animals with a view to having a constant 
supply of food, instead of killing them when he felt hungry 
as he used to do before. This novel idea of his had far- 
reaching influences on the subsequent course of his economic 
evolution. 

Thus he now came to depend for his livelihood on a fully 
secured supply of food. And it may be noted that from 
this followed also some additional gains. For example, from 
these domesticated animals he could get not only meat, fat, 
skin and bones, but also such rarities as milk, butter, cheese, 
etc. And as domesticated cattle required expansive grass 
lands to be used as grazing ground, the earth’s surface now 
began to be parcelled out in clearly demarcated units, each 
belonging to one or another group of individuals, to be used for 
growing grass for feeding the cattle. 

The Agricultural Stage. The desire lor convenience and 
advance in civilisation in human history have been closely 
associated with each other. Hard and irksome life compelled 
men to search for convenient means of living. In the measure 
in which they succeeded in making life convenient and com¬ 
fortable the quality of life also improved and came to be des¬ 
cribed as civilised. As men succeeded in making their lives 
more convenient and comfortable, they also came to be 
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recognised as more civilised. For all those factors which 
gn to make life easy and comfortable are also regarded 
as civilising factors in human history. Comfort, however, 
docs not only consisx in doing a job without much bodily 
discomfort; this term has rather to be understood in a much 
wider sense, which would include consideration of all those 
factors which ordinarily go to make life a pleasant and joyous 
experience. 

It was this insatiable desire of man for convenience and 
comfort which led him, later on, to agricultural activity. When 
exactly and in what part of the world it was first decided to 
scratch the earth’s surface for raising supplies of food, one 
(annot say. It is probable that just a chance discovery of 
grain-bearing plants excited and spurred man’s imagination 
10 take to the ploughing of fields for the cultivation of such 
plants. Obviously, earlier when men had not remained 
content with other chance mercies of nature for their fare, 
they could hardly bear the insecurity inherent in a livelihood 
which was to depend on the day-to-day search of grain-bearing 
plants. It was lor this reason, therefore, that men decided to 
create their own conditions for the cultivation and culture 
of such plants. And, naturally, once this form of activity 
became popular in 011 c part of the world, slowly and gradually 
it spread to other parts, by the two-fold processes of transport 
of seeds and transplantation of plants. 

Thus it would be seen that human society came to sub¬ 
sist mainly on a type of mixed farming in which men, cattle, 
ploughs, plants, manure, and the rest now began to play 
their respective parts in producing abundant supplies of grain, 
milk, meat, fruits, etc. for human consumption. And it 
should be noted that animals were now bring used not so 
much for the purposes of direct consumption as for helping 
agriculture as instruments of production. In fact, their use¬ 
fulness henrefoi th came to be recognised primarily as beasts of 
burden and as a source of power. For, not only were they 
being used for carrying things from one place to another, but 
they were also being utilised for drawing the plough to make 
agriculture easy and successful. 

Development of agriculture, however, instead of meeting 
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man’s many requirements or solving most of his problems, 
only created fresh wants and new problems. Consequently 
human society, far from being content with abundant supplies 
of food and satisfied with relatively better conditions of life, 
now proceeded to think of fresh devices to provide itself with 
even more goods and services than it had hitherto enjoyed. 

The Feudal Period. Thus we come to observe that in 
the long chain of human evolution the satisfaction of one 
want only led to the creation of another and the manufacture 
of one commodity just opened the way for the manufacture of 
many more varieties of goods. Human society advanced on 
this familiar pattern, grew in numbers and multiplied with 
every return of the calendar year, so much so that when we come 
to that period of history which is known as the Middle Ages we 
lind a large part of the earth’s surface more or less inhabited, 
men engaged mostly in agricultural activity of one sort or 
another. While <ome were also occupied In tin* manufacture 
of finished commodities, others were giving all their time and 
energy to the transport of raw and finished miterials from 
one place to anolher. Apart from these, there were some who, 
instead of directly producing or transporting goods, were busy 
looking after the affairs of men generally, for which the/ 
received regular payment, apart from exercising power and 
authority over the lives of other members of the society. 

Throughout the medieval period the fundamental basis 
of life was more or less of this pattern, in which agricultural 
activity occupied the most important place. There were 
extensive tracts of land owned by individual farmers* who 
cultivated them with the object of producing enough grain’s 
for the requirements of their families. Whatever was left 
over was sold, and with a part of the cash, thus oblained, other 
necessary commodities, produced by other members of the 
community, were purchased in the market of the village or of 
the town. Ou J of the same cash rent was paid to the feudal 
lord, tax to the servants of the State and tithe to the parish 
church. The savings, if any, were set apart and put away 
for the rainy day. 

But it will be noted that even those who were mainly 
engaged in agricultural activity produced, in their spare time, 
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goods of other kinds also. They produced these other goods 
primarily with a view to meeting their families’ require¬ 
ments of such goods. In other words, nearly every agricul¬ 
turist, apart from growing crops on his field, also took part 
in some sort of side activity in order to fill his spare time with 
work to earn something extra in kind or in cash. 

Next in order of importance to these were such people 
as chose to devote all their time and energy to the manufacture 
of goods. They took part in non-agricultural activity mainly 
with the object of selling their produce in the market and 
thereby satisfying their wants. And if they were also interested 
in agriculture that interest was only of a secondary nature. 
Their main occupation, in other words, was manufacture of 
commodities, either with their own resources or with those 
supplied b) others. The power that was used in such pro¬ 
duction was provided by the hands of the workers. In 
most cases the capital and equipment which they used belonged 
to them. Thus, it may be noted, these handicraftsmen of 
the feudal period were, for all praitiral purposes, their own 
servants. There were, however, also some who worked with 
borrowed capital and equipment. People who had berome 
prosperous or those w-ho enjoyed exceptional privileges of 
possessing very high degree of skill employed such workers as 
assistants to work for them at their premises on regular daily 
or weekly wage. 

Mamjaclute In the Feudal Period. Thus we find that 
manufacture in the feudal period used to be carried on mostly 
on one’s own premises, in the intimate atmosphere of the 
domestic environment. One worked only as much as one 
could easily do. Since there was no pressure from above or 
from outside, there could be no question of any body over¬ 
straining himself at the behest of anothrr. Moreover, while 
working one could lake as much rest as was necessary in the 
interest of health or efficiency of work. As division of labour 
till then had not been taken to an extreme stage, productive 
activity had not become monotonous or ceased to be inter¬ 
esting in nature. And even w r hen paid artisans worked for 
others, conditions of work were not very different. Even in 
such working establishments there prevailed the same easy 
and intimate atmosphere of willing, cordial co-operation. 
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The masters, no doubt, thrived on the labour of their servants, 
but they did so without taking recourse to such methods of 
exploitation as became associated with production in a sub¬ 
sequent period of economic history. 

It may be noted that subsistence was the raiton d'etre of 
production in the feudal period. People produced primarily 
with the object of satisfying their wants. Prom this, however, 
one need not conclude that nobody produced any surplus. 
Such a conclusion would be unwarranted, specially when we 
have already emphasised that, while producing to meet day- 
to-day requirements, every body trird to produce a little more 
to provide for the rainy day. It was this surplus production, 
either in cash or in kind, which constituted one’s savings. 
But still the consideration of profit was not the determining 
factor in production. 

Side by side with agriculture and manufacture, when 
the medieval period of history was drawing to a close, commerce 
had also established itself as a major economic activity in many 
parts of the world. And it may be noted (hat it was as a 
result of this combination of agriculture, manufacture and 
commerce that there followed a period of widespread pros¬ 
perity in the last stages of the medieval period. But not all 
classes of people had a share in that prosperity, i.c., while one 
social group became very rich, others’ conditions did not 
show signs of any considerable improvement. Consequently, 
only in certain social groups there came to prevail significant 
measure of affluence. However, in the sunshine of that benign 
prosperity great advances were made in many spheres of 
civilised life. And it was this fa*.tor which led some historians 
of a later period to conclude that in the feudal times prevailed 
greater contentment and happiness than people could ever 
enjoy in the capitalist period, that followed later. There 
were also some who came to hold the view that in the feudal 
period there prevailed such a beautiful poise and balance of 
responsibility and service between the master and the servant, 
the ruler and the ruled, the clergy and the laity that living 
in those times was the best of earthly experience. 

On a closer examina tion, however, such a view of history 
would be found to be erroneous. The fallacy inherent in 
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an approach like this arises from the fact that such people 
in effect, arc found comparing the good points of the feudal 
society and life with the dismal features of the rising industrial 
period, which intervened between feudalism and capitalism. 
But, as one should know, a period of transition is always 
accompanied with certain amount of dislocation, unrest, 
exploitation and misery. This was equally true of the period 
following feudalism and preceding capitalism. 

Transition Jrom Feudalism to Capitalism. After a lapse of 
time every civilisation begins to show signs of decay when 
it is replaced by something bettei. The obvious explanation 
of a phenomenon of this nature is that when abetter and more 
superior mode of production, as compared to the existing 
one, comes to be known, men discard the latter and, along 
with it, also the basis of social life and accompanying civil¬ 
isation, which had been the gilt of the older mode of production. 
This explains the cause of the supersession of the feudal 
by the capitalist order of society. 

Now, we have to distinguish these two periods in econo¬ 
mic history from each other. Tn the feudal period, as wc 
have seen, the main type of economic activity was agriculture. 
But in the capitalist period agriculture lost its former place 
of predominance. In the feudal period manufacture was of 
secondary importance; but under capitalism it has become 
the most important means of production. In the feudal period 
power in industrial production was provided mainly by the 
hands of the workers in production; in the capitalist period it 
is the machine that drives the wheels of manufacture. In the 
feudal times goods were largely produced to satisfy the wants 
of the producers themselves. But in the capitalist period 
production is carried on by a small number of people mainly 
with the object of earning profit. Thus while the average 
producer In the feudal period was also the consumer of the 
goods which were produced tlnough his agency, in the capi¬ 
talist period goods are produced through the efforts of 
some to be consumed by others. In this manner a gap 
occurs between production and consumption, which does 
not always lead to the production of goods that are socially 
most necessary or useful. In other words, when profit be¬ 
comes the main criterion of production sometimes even 
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such commodities are produced as are least necessary for 
consumption. 

When fundamental and drastic changes of such magni¬ 
tude occur in economic life, transformation in social inter¬ 
relations should become inevitable. Consequently, the indus¬ 
trialist class in the age of capitalism has assumed incom¬ 
parable importance and enjoys unparalleled power in social 
and political life, just as in the feudal period the class oflaudcd 
aristocrats enjoyed vast powers and privileges. Position of 
advantage or disadvantage occupied in economic life is almost 
always reflected in social relationships. This is why at the 
end of the feudal and the beginning of the capitalist period, 
when commerce had become nearly as important as agri¬ 
culture, power and privileges were, for all practical purposes, 
equally divided between landed aristocracy and commercial 
capitalists. 



CHAPTER LX 

CAPITALISM 


How It Came About. The modem system of industrial 
production is said to have begun first in England, approxi¬ 
mately about the middle of the eighteenth century. Some 
people attribute the fact of England taking lead in industrial 
movement purely to an a cideut of history. But on closer 
examination such a view would be found imorrect. No 
doubt it would seem strange that some of the most iinpoitanl 
scientific inventions and discoveries of the eighteenth century 
should have been made mainly by British inventors and 
scientists. But those who arc aw are of the facl that the British 
Isles had been a singularly foitunatr rountry to make peaceful 
and unhampered rtminmic progress for centuries at a stretch 
would not find it difficult to com hide that under such excellent 
and ideal conditions, it was nothing extraordinary for the 
British economy to have made sustained and continuous erono- 
mir advancement. Moreover, the type of resouiecs that the 
British Isles possessed also enabled its people to take to the 
industrial road earlier than other people. 

One can, then fore, say that it was the cumulative result 
of a number oi fact ms which enabled British people, at a 
rather early stage, to take modem industrial production to a 
high degree of perfection. In the medieval period there had 
been other countries whose technique of production happened 
to be more advanced than that of England. But while the 
disturbed course of history in the medieval period prevented 
these countries from maintaining thp lead they had establi¬ 
shed, in the modem period, with the discovery of steam as a 
source of power, England was the first to achieve a high degree 
of industrial advancement. 

However, when it was known that machines could be 
used in the process of production, a class of people came 
forward, offering their abundant resources to be used as capital 
for building mills and factories. Most of these people belonged j 
to the same class of commercial capitalists who at the end oft 
the feudal period had amassed large fortunes through trade 
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and commerce. Apart from them, there were also others 
who came either from the farm or from the ranks of master 
craftsmen and skilled workers, i.e. persons who could manage 
to scrap together enough money to buy a few machines. This 
rising class of industrialists, big and small, found the new 
line of production a very lucrative proposition. And, specially 
after the year 1780, when the steam engine had become quite 
an effective instrument for driving the factory wheels, it 
appeared exceedingly profitable to gather together large 
groups of workers in big establishments, equipped with steam 
power. 

The out come of this tremendous revolution in the method 
of production was sharply reflected in ownership and in proper¬ 
ty relationships generally. The power and opportunity to 
produce was becoming concentrated and centralised in a few 
hands, while a large majority of people had to work for others 
for daily, weekly or monthly wage. With concentration of 
the power to produce in the hands of a limited number of 
people there followed a juxtaposition of classes and clash of 
economic interests. Now the owners of the factors of pro¬ 
duction and actual producers, i.e. workers, were two distinct 
and different classes of people. This cleavage of interests led 
to a trial of strength between the two groups. And in this 
struggle the owners almost always came on the top, while the 
workers were often left with their point of view unaccepted 
by their masters. 

, Change in Economic Polity. Thus the modern system 
< of industrial production placed more economic power in the 
. hands of the industrialists tlian of the workers. Neverthe¬ 
less, the new industrialists were far from satisfied with the 
strengthening of their relative position and agglomeration of 
opportunities. On the contrary, they wanted more freedom 
and more power to manage their affairs in ways that suited 
their convenience most. In other words, they resented the 
existing laws and regulations which sought to prcvenl them 
from employing workers on terms that appeared to be most 
profitable for their business. 

![ It may be recalled that throughout the sixteenth and 
seventeenth centuries the dominant industrial policy in Eng- 
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land had been the establishment of some authority to regulate 
conditions of work and employment in the working establish¬ 
ments. To the Parliament of those days it seemed right and 
natural that the oppressed wage-earners should turn to the 
legislature to protect them against the cutting down of their 
earnings by the competing capitalists. But the situation by 
(he middle of the eighteenth enlury had rather changed. 
Consequently, when the cmplo ers began to make strong 
protests against contemporary wage regulations, the House 
of Commons was compelled to give up its old policy of pro¬ 
tecting the workers and apprentice'! employed in the trades. 

The lattei half of the eight tilth ccntuiy was also an 
age ol political ferment, hi tin rope and specially in France 
political thought was beeomi'Ji* more and more radical. 
Although Lnglaud at that time had already a form of parlia¬ 
ment iry government, yet the rising industrial class was not 
satisfied with the political coufiol that it so enjoyed. Indus¬ 
trialists wcic paiticularlv unlunny with the extensive powers 
which the functionali< s of ill t* * had at their command 
in regulating economic lile. Wh > they wauled was complete 
freedom ol action in ruimiiu* lie i business enterprises in the 
maimer lh.it ippcred to mi*I 1 ti< it interests best. 

It would appeal stiangi, indeed, that this novel point 
ol view r of ihe vested ill trusts s an Id hive found support in 
the writings of llif coil tempo! u \ v< onomisls. For example, 
Adem Smith, who is known is die I'at her or Political Economy, 
was found advocating, in the tom so of his writings, a point 
of view which largely suitod the ini nests of the industrialists. 
'And, what is even more sli.uige, that Adam Smith was not 
the only person who pul Ibith and popularised the new 
ideology. As a matter of f.u l, almost all the important thinkers 
-i-Hume, Bentham, Malihus, Ricardo, Nassau Senior and 
the rest, who at that time appeared on the stage, one after 
another, put forth a point of view which was more in consonanee 
with the capitalists’ view of industrial relations than with that 
of the workers. 

Thus the economists ol that time started a tradition whieh 
is nov known as Classical Economics and its exponents are 
known as classical economists. As the classical economists 
47 FE 
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happened to support, directly or indirectly, the contention of 
the capitalists, they w ere accused by their later critics or siding 
with capital. Such a criticism, however, was unfair, for it 
was based on a misinformed appreciation of the situtation. 
What was after all the c ontiihution of the < lassical economists 
It would be appieciatcd that their point of view' was by no 
means a new or novel view of industrial relations; it was at (In¬ 
most a generalisation of pi actual c (inclusions to which experi¬ 
ence of industrial life had driven them along willi others. 1* ’ om 
an observation of the difficulties of the industrialists they had 
come to realise the rcquiiements of the new- age that was claw u- 
ing. And as the governing classes had already been convinced 
ol the gains that would accrue to (he community as a whole, 
only ii they followed the* new economic policy, they readily 
accepted the new economic theory. Thciesult was that what 
had been done so far purely for reasons of expediency was 
now* to be carried out as a mallei of principle. 

7 In Contribution ojUawiml Eioimmh. broadly speaking, 
the classical economists had based their ca*e on the individual's 
desire to maximise personal happiness or welfare by unclei- 
going the least pain. They credited all individuals with 
such normal, human intcutises or impulses, and Immediately 
came to (lie conclusion that if in a society all individuals pin- 
sued such a coutsc of action, intended to enhance indisichi.il 
well-being, the result for the svholr society would be maxi¬ 
mum material happiness or wcllare, insolving minimum 
physical or mental pain for the community'. 

The corner-stone of their logic svas provided by the im¬ 
pulse of competition. They envisaged a state of affairs iu 
which each indisidual would freely competr with anolhei 
to further his economic ends. And, to be fair to them, it 
must at once be stated that such a right and freedom of competi¬ 
tion they contemplated not for any one section of the people 
only. Rather, they imagined a slate of affairs in which capita¬ 
lists would compete with brother capitalists, workers would 
compete with fellow workers, capitalists as a class would com¬ 
pete with the workers, peasants would compete amoug them¬ 
selves and with the landlords, businessmen would compete 
among themselves and with the consumers, and so on, to secure 
for themselves the largest share from the national income. It 
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had been assumed by the classical economists that by doing 
so people would be automatically increasing total national 
wealth and human happiness. 

In order to make the field of such competition free and 
unlimited, they advocated laissez faire , which meant non¬ 
interference by the State in the day to day economic life of the 
people. The basic idea inherent in the concept of laitsez fain 
had been taken originally from the French thinkers, but its 
practical application, mainly in the domain of economic life, 
was the contribution of the classical economists. Their con-1 
lention was that if the governmental machinery interfered 
with the economic decisions and preferences of the people 
individuals would not be able to produce the quantity and 
quality of goods that they desired, and in such a case material 
welfare would not be of the maximum order. Therefore, 
after assigning such elementary duties and tasks to the State as 
defence and maintenance of law and order in the kingdom, 
they proceeded to prescribe a course of policy for it which 
made it obligatory on its servants not to interfere in the 
economic life of the people. In other words, they disapproved 
of all governmental action which under any circumstances 
was likely 10 restrict the judgement and decision of the indi¬ 
vidual to produce or consume what he desired. 

Now, it must be admitted that the classkal economists 
had propounded their theories in good faith, and it is also 
an undoubted fact that if economic forces, trends and events 
had been allowed to operate in the manner suggested or ima¬ 
gined by them, the world perhaps would not have become 
such a sorry place as it actually turned out to be. The blamr 
for subsequent events, therefore, by no chance can be laid at 
the door of the classical economists. Their fault, if any, 
could only be said to consist in a defective oi incomplete under¬ 
standing of human nature. This will become more clear as 
we proceed with an examination of the practical working of 
the capitalist economy. 

Horn Capitalism Works . It had been assumed, for instance, 
by the classical economists that when a person decides to invest 
in production he inevitably gives employment to a number 
of men and to an amount of materials, the wholesome effects 
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of which on the total economy of a country become immedi¬ 
ately visible. In other words, production of goods by an 
individual producer means simultaneous production' by him 
of a certain quantity of purchasing power for the sellers of land 
and raw-materials, for the sellers of power and machines, for 
the sellers of human labour, and for the sellers of technical 
skill, managerial organisation and efficiency. Thus thr 
decision of one person to produce goods, with the help of a 
factory or a mill, automatically cnuM-s an increase in the income 
of a considerable section of the community. And as the num¬ 
ber of such producers increases the income of the community 
also increases. But the number of producers would increase 
only when production proved profitable. Therefore, one 
can for this reason conclude that under capitalism profit is the 
tine qua non of production.. But none need conclude from thi-. 
that in capitalistic production losses do nol occur. Such 
a view apparently would be bom of ignorance of the actual 
conditions in which modern industrial production takes place. 
The emphasis on the profit factor is placed only for the reason 
that the consideration for it alone ran persuade one to produce. 
What, therefore, is to be underlined is that the motive behind 
capitalistic production is not of an altruistic nature, i.e. people 
do not produce with a view to doin'; good to the society! Such 
an opinion could hardly be entertained specially when people 
were seen producing even goods which were only likely to do 
harm to others, e.g. poison gas or the atom bomb. Wlut 
one should know is that as long as even injurious production 
can bring good returns to the producer in terms of economic 
gains, it would be produced. It is for this reason that onr 
can say that what the producer is mainly and primarily 
interested in is profit. In fact, this is such an important 
consideration that even a useful commodity like bread would 
not be produced in a large quantity if its production is not 
found to be a profitable proposition. 

In the feudal period, on the other hand, people pro¬ 
duced these items of personal consumption primarily with 
the view to meeting personal requirements, irrespective of the 
fact whether in terms of money it was a profitable activity 
or not. But under capitalism one docs not always produce 
things required for personal consumption. On the contrary, 
we find persons, who are well provided for, producing such 
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commodities as are not at all required to meet their individual 
or families’ needs, e.g, production of iron and steel by Tatas 
in millions of tons. Obviously these commodities are pro¬ 
duced in such large quantities only out of consideration for 
profits. This in our judgment is the main difference between 
production in the capitalist period and production in any 
other period of history.' 1 

Characteristics of the Capitalist System of Production. The 
other important charactciistic of the capitalist system of 
production is that, land having ceased to be the most 
productive source of income, henceforth capital goods, 
i.e. machinery, factories, mines, mills, banks, railroads, ship- 

? ing lines, etc. become the chief instruments of production. 

'he capitalists who own such p'operty wield vast economic 
power, which they use for enhancing private profit. Each 
entrepreneur who sees an opportunity of earning profit bor- 
iows capital, establishes an industrial unit, employs engineers 
to build, administrators to 01 ganisc, workers to toil, and hopes 
to find a market in which he tan sell his product for more than 
what it cost him to produrr Thus, an elaborate mechanism 
of produc tion, distribution and o\change is set up, with supply 
and demand determining pi ices, prices determining piolits, 
and profits delei mining the allnralion of land, labour and 
rapital among vaiious entupiiscs. 

The icgulatoi ol the capitalist world is price. Move¬ 
ments of price determine and condition the working ol the 


•Tins point is ratliei conti oveisial m natuic. One can, tin instance, 
object to this analysis on the giound that profit motive under rapitalism 
also finally seeks to providr one with the means to satisfy personal wauls 
In some cases, no donht, it is true, ui fact in small-scale production this 
is largely true. But one must irmcnibci that when we talk of capitalism 
we do not genet alls think of small-scalr business entcrpiise. On the 
contrary, thr centie ol our attention at this lime is on large-sralc, 
mechanised production, made possible by gigantic industrial units, in¬ 
tended to produce fabulous returns. Thus our conclusion in substance is 
valid A part of profits thus earned can well be sprnt on personal needs 
and requirements. But pi ofits under capitalism, iu the main, are earn^, 
in the long run, to earn more profits and mote profits, which aic finally 
utilised to exercise power over society and to enjoy the knowledge of 
having that power. 
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capitalist system. The fuactien of the price mechanism is 
to condition both demand and supply. Price movements 
ration restricted supplies. The whole system works with a certain 
amount of simplicity, e.g. rismg prices discourage'consumption 
and falling prices encourage it. At the same time it works 
with such efficiency that it restrains demand from outrunning 
supply in the long period; it functions equally efficiently in the 
other direction loo. 

The other function of the price mechanism is to decide 
what would be produced, how much would be produced and at 
what point production of that commodity would come to an 
end. If people want a particular commodity and they are 
prepared to pay its price, resources would be diverted to this 
line of production. Like this the price system helps in the 
allocation of resources. It determines both the choice and 
avenue of production. 

Every system of production has to rely on some method 
of forecasting. Under the capitalistic system it is, price 
mechanism which does all the necessary forecasting for it. 
As one knows, the price mechanism functions mainly through 
the agency of the market. The market is the sole economic 
regulator. According to market price fluctuations, men are 
employed or dismissed, factories built or dismantled, wealth 
produced or destroyed, progress made or retarded. It is 
claimed that +he price mechanism distributes the factors 
of, production in each industry upto the point where 
the marginal net production is equal to the average 
rate of remuneration and the marginal cost is equal 
to price. The result is optimum employment and output, 
on the one hand, and maximum aggregate satisfaction, on 
the other. 

The Role oj Competition. The next characteristic ol 
production under capitalism is that the motive power for its 
expansion or contraction is provided by the spirit of competi¬ 
tion. The competitive spirit is supposed to have swayed 
human emotion, judgment and action in all ages. In a 
spirit of competition or emulation man is supposed to have 
performed some of the most extraordinary feats of endeav¬ 
our and enterprise. Hence the classical economists, basing 
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their argument on the sound and efficient working of this 
predominant impulse in human life, came to the conclusion 
that, if there was nothing to prevent a person from doinjg 
what he desired for furthering his person il well-being, he of 
his own accord would try to maximise his good by producing 
wealth. And when one person, as a result of his effort and 
entei prise, produces a commodity, which enables him to 
become well-oir oi p'uspciuus, others would soon be found 
running after the same reality or mirage of prosperity—it 
would be transformed into a reality for those who succeed and 
turn out to be a mirage for others whose efforts are not 
crowned with success. 

To illustrate our argument let us take an example. Sup¬ 
pose A, as a result ol' his tentative calculations, comes to the 
conclusion that he should invest his personal or borrowed 
money in the production of sugar and, after he has produced 
it, sucteeds in selling it at a price which leaves him a margin 
of profit. Soon there would be D loo in the field, pursuing 
the same course of action. In case both A and B succeed 
then as a result of their efforts a large number of people would 
get employment in the suqai industry, either as workers, 
technicians, incrhauh ■>, m.uiiigei», oi as organisers Also 
au amount ol land, raw main nils, machines, power, 
capital, etc. would get employ incut in the process of such 
production. 

What would be the ellrrl ol all this on the income or the 
community to which A and B belong .* Obviously the sellers 
of these commodities, human as well as material, would have 
additional purchasing power, which they could not have got 
when sugar production had not been started. This addition¬ 
al income in the hands of the community would be trans¬ 
formed into effective demand for the sugar which has been 
produced through the initiative of A and B. Therefore 
when this sugar is offered lor sale in the market it would readily 
command price, also yielding a margin ol profit both to A and 
B. And thus the spirit of enterpiisc and competition °hown 
by A and B would be crowned with success. 

Since sugar production proved a paying proposition, the 
number of such producers would increase (the spirit of compe- 
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tition helping and accelerating the process) till a stage was 
reached when, on account of continuous fall in the price of 
sugar, the margin of profit would become either very small or 
nil. It would happen like this. As more and more producers 
enter into competition with one another in producing larger 
and larger quantities of sugar, the total supply of sugar would 
increase and with every increase in supply, according to the 
laws of supply and demand, its price would constantly fall. 
It should be apparent that only when the price of sugar goes 
on systematically falling that larger and larger sections of 
consumers would be able to purchase it. Thus, when in a 
spirit of competition each producer tries to produce as large a 
quantity of sugar as he can, with increase in lotal output, 
he must agree to reduce his price, if he wants that his produce 
should sell in the market in preference to that ol others. But 
when one producer reduces Ills price other producers must 
necessarily reduce their respective prices, for according to the 
definition of a perfect market there cannot prevail two prices in 
the same market, at the same time, and of the same commodity. 

Falling Pliers and D.dining Piafih. Thus it would be 
seen that the spirit of competition, apart from producing other 
results, progn cely reduces the margin of profit for the pro¬ 
ducers. Producers finding themselves in such a helpless 
position, naturally, try to avvit this reduction in profit, and, 
in order to succeed in this, the) take resort to every measure 
which can help them to keep the margin of profit at least 
constant, if it cannot actually lie imrrascil. 

The best method of averting such a precipitate fall iu 
profit obviously would be to increase the price ol the commo¬ 
dity, or at least prevent it lrom falling. But under competition 
this is not possible, for when price is determined by the laws 
of supply and demand an individual producer cannot control 
the price of a commodity. So the next course open to him 
would be reduction in the cost of production. This every 
producer can do in some measure or other. But here, again, 
difficulty arises due to the desire of the competing producers 
to produce larger and larger outputs. Naturally, when pro¬ 
ducers arc competing among themselves to produce increasing 
quantities, they would be compelled by the sellers of labour, 
raw materials, power resources and other items required in 
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production to make increasing payments to them, if the latter 
are to be persuaded to sell their goods and services to the 
former. 

One can now understand why the classical economists 
had believed that competition would not only benefit the 
capitalist but it would also benefit other classes of people, 
who would be taking part in production or happen to be 
related to it. It was, iu fact, mainly for this reason that they 
had imagined that, with increasing production and employ¬ 
ment, workers would receive more and more wages. And 
it was this optimistic approach to production and society 
which had led them to believe that the impulse of competition 
would compel the producers to distribute larger shares to other 
agents of production, which alone would enrourage the latter 
to supply lluir lomnindities in increasing quantities. All 
this would result in increased income for the community, 
which alone ,u<uld uisim the sal« of tin* goods currently pro¬ 
duced. 

In this niouiici, one line of industry would be fully devel¬ 
oped, leaving lin.dh Jitt'e or no margin of profit lor oilier inves¬ 
tors lo enter this line. Then die >ainc story would be repeal¬ 
ed iu anolJn'j line of piodurlion, till that one was also fully 
developed, producing almost identical results for producers, 
wovkers, scller!> of ia\v materials and other i members of the 
community associated wiili production. After this, still an¬ 
other line of production would be opened, where also, in the 
long run, the impulse o( competition would produce the same 
results. This process, in fact, would continue until the total 
economy ol a counny was fully developed, bringing all-round 
prosperity, well-being and happiness to mankind. The 
sum total result lor the community would be maximum social 
wclfarQ ‘the greatest good ol the greatest number*, the ideal 
also promised by the political thinkers of that time. 

When the dazzling prospect of such an excellent future 
was he d out before humanity, who would have refused to 
heed the words of die classical economists ? Who would have 
•not agreed to give them at least a chance of substantiating 
their promise? It is also true that in the beginning the broad 
outline of tilings was turning out to be exactly as had been 
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predicted. Capitalist enterprise, in its initial stages, was no 
doubt associated with certain amount of dislocation and misery. 
But it was readily diagnosed to be an evil associated with 
every major change in the form and method of production. 
Nearly all seemed to agree that in a period of such change 
certain amount of misery and suffering was inevitable, and 
that in the long run man would gain from such an involuntary 
sacrifice. So the protests of the dissatisfied and the disgruntled 
were silenced, and those who tried to be unduly eloquent in 
their indictment of the new age were disregarded. 
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CRISIS IN CAPITALISM 

How Things Went Wrong. Although the prophecies of 
the classical economists turned out to be largely true, yet they 
did not prove completely true. Trouble first arose on the side 
of the workers. It had been hoped, one may recall, that with 
increased production workers’ share in national income would 
increase, which would inevitably bring about all-round improve- * 
ment in their economic and social conditions. As a matter of 
fact, while advocating the repeal of governmental regula¬ 
tions, which sought to regulate workers’ employment and 
fixation of wages, the classical economists had assured auto¬ 
matic improvement in these spheres, only if the new economic 
forces were allowed free play. For they had hoped that 
when producers compete among themselves to employ in¬ 
creasing number of workers, they would be compelled to meet 
the demands of the latter, which would inevitably cause reduc¬ 
tion in the hours of work per day and bring about an increase 
in daily wages. 

But in actual experience it was soon found that the con¬ 
dition of the workers was woiscningalsmost in every respect. 
In fart, at times and on places, they were required to work 
fifteen to sixteen hours per day and were made to live in the 
most unhygienic and insanitary conditions. Their wages were 
toosmall to guarantee them even reasonable livelihood. There 
was deterioration in other respects too; and gradually their 
problem was assuming alarming proportions And thus one 
of the major assumptions of the classical economists broke 
down so completely in practice. Now we have to examine 
the circumstances of this serious breakdown. 

Advance in production on capitalistic lines was associated 
with two social tiends, which had not been clearly foreseen. 
Firstly, it was discovered that, when the pace of industrialisa¬ 
tion quickened, increasing number of people were migrating 
from the rural areas to the urban centi es. Secondly, industrial 
development of a country was invariably accompanied with 
increase in its population. The result of this two-fold develop- 
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ment was that the supply of labour was generally more than 
thedemandfoi it. This irresistibly led to a general depression in 
the labour markrt. As the industrialists were primarily in¬ 
terested in maximising their return on capital, they tried to take 
full advantage of this situation. Consequently, workers found 
themselves in a very unenviable position. Not only were 
they not paid what could be called a living wage, but they 
were also made to work exc essively long hours in the most 
unsatisfactory conditions. Thus opened a phase of most 
remorseless exploitation of the working classes, who finding 
the current of the lime against them took resort to one preven¬ 
tive measure after another. 

But, as ill-luck would have it, each sueli device adopted 
by the workers only further worsened their condition. For 
example, when they found that then daily earnings were 
insufficient for maintaining iheir families, they’ >rnl lhe : r 
women folk to work in the factories. Obviously their line of 
approach was that, apart from what the male members of the 
family earned, if the women also worked and earned something, 
they would bring additional income to the family. Now, 
when the logic of the workers themselves was such, there could 
haidlj he anything surprising if female workers were oHered 
lesser wages in the labour market than what men would have 
been prepared to work on. This development in the labour 
market only strengthened the hands of the industrialists. With 
increase iu the supply of labour and with the presence in the 
labour market of a rlass of workers who were willing to work 
of their owu accord on lesser wages than men rould agree 
to, the general wage level further went down. Thus, the fe¬ 
male workers, who had gone to work in the factories to aug¬ 
ment llic family’s daily earnings, only succeeded in reducing 
the wages of the male workers in the long run. 

When this device failed to pioduce the desired result, 
llic other thing that the workers possibly could do was to send 
thcii ehilderu also to work in the mills and factories. But 
with the coming of the children in the labour market, the 
situation lor the workers deteriorated further. As these 
ehildren could not expect to get as much wages as the adults 
were being paid, they agreed to work on a wage which w'as 
even lower than what the female workers were getting. The 
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producer always calculated in terms of costs. It was obvious 
to him that a woman could never work as hard and as long as 
a male worker could, and it was clearer still that a child could 
work even less than his mother. Thus wage rates sloped down 
gradually fnm adults (o juveniles. 

All this only helped to aggraval^ the nature and magni¬ 
tude of the social malady. The capitalist, being pri ma rily 
interested in keeping down the costs, forced women and child¬ 
ren to work as hard and as long as he could make them work. 
Thus misery multiplied, health declined, the resistance of 
the body to illness and mortality diminished, which all cul¬ 
minated in high death rates. While all these man-made pro¬ 
blems were there, nature made its own token contribution— 
while death-rale wds rising birth-rate also in (Ids class of people 
showed sings of alarming increase. One could hardly at that 
limesay whelli r it was the law of natural compensation working 
or it was the answer of Providence to the greed and cupidity 
of man. From a study of the prevailing situation the sombre 
convulsions at which Mullhus arrived arc known to all. We 
may not agree with those conclusions, is another matter. 

Workers Organise. Wc have said before thalthe latter 
half of the eighteenth century, political! i speaking, was a revo¬ 
lutionary period. With the coming of the nineteenth century, 
however, the political approach to tiie problems ol life and 
society, far from losing lorcc, became only more intensified. 
So when the Itritish wo: kersfound themselves in such a sorry 
stale, they set about the task of organising themselves on a 
class basis. Thus tin* idea of forming trade' unions was born 
and, soon after, throughout the industrial parts of Great Britain 
trade unions were formed in quick succession and in the midst 
of great enthusiasm. The main objrcl of these trade unions 
was to bring about an improvement in the working and 
living conditions of the workers through organised, collective 
action. They repeatedly appealed to the State authority to 
intervene and redress their grievences. But the Government 
of that lime found it difficult to reverse the policy which it had 
revised only a few decades earlier. Consequently, when the 
trade union leaders found the Governments apathetic towards 
the workers* demands, they called upon the workers to go 
on strike with a view to compelling their masters to accept 
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their demands. Sometimes these strikes were successful and, 
on other occasions, they failed miserably. But in the course 
of time and with accumulating experience these trade union 
organisations became stronger and their combined pressure 
on the industrialists increased, in spite of the sympathy and 
weight of the government being, for all practical purposes, 
more on the s : dc of the industrialists than of the labourers. 
Employers did all that the)’ could to curb the turbulent spirit of 
the workers and proceeded to break their organisation and 
smash their militant strike actions. But against all such 
difficulties the trade union organisation continued to make 
headway. 

This unrest and strife, however, could not be allowed to 
continue for long. Slowly and gradually Great Britain was 
drifting more and more towards a democratic form of govern¬ 
ment. Parliamentary democracy necessarily meant respect 
for the point of view of the common man. So the British 
Government gradually proceeded to redress the grievances of 
the industrial masses. Each legislative measure passed to 
protect their interests, however, encouraged the working 
classes to press for a greater safeguarding of their interests. In 
this way Acts after Acts were passed by the House of Commons 
to compel the industrialists to meet the point of view of the 
workers. Industrialists generally opposed such legislation. 
Their argument was that each concession they had to grant to 
workers on the behest of the govrrument meant further increase 
in the costs of production. Consequently they spared no efforts 
to oppose the government's desire to protrcl the workers and 
to resist the demands of the workers generally. But the swing 
of time was now in favour of the underdog and, therefore, the 
employers’ efforts to the contrary proved of little avail. At 
the most they could succeed only in slowing the pace of labour 
legislation. 

The Deadlock. What was capital’s answer to this chal¬ 
lenge ? The answer, in fact, was provided by the peculiar 
nature of the capitalist production itself. With every advance 
in industrial production more, better and cheaper machines 
were being produced. Increasing use of these machines, 
apart from producing more and cheaper goods, also reduced 
the number of workers employed in industrial estabishments. 
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Therefore, particularly for this reason, industrialists found it, 
in the long run, more economical to have these highly expensive 
machines rather than to employ' large number of workers, 
whose daily increasing wage demands were regarded an intoler¬ 
able burden on the industries. Thus, as these machines 
proved to be labour saving devices, they could be conveniently 
used as an effective weapon to break the resistance of the 
workers’ trade unions. 

The second piong of the capitalist attack was provided 
by the agency of monopoly. Industrialists from their 
experience had learnt that unlimited competition only under¬ 
mined their own relative position, individually as well as 
collectively. The more the producers competed among 
themselves the more they weakened their own position. There¬ 
fore, capitalists as a class came to realise that it would be 
infinitely better to combine than to compete, for such com¬ 
binations not only strengthened their hands in dealing with 
the workers but also helped them to reduce the costs of produc¬ 
tion. Without combinations, it was realised, substantial 
internal and external economies, associated with large-scale 
production, were not possible; neither any great gains from 
increasing returns could be had. With combinations such 
possibilities increased tremendously. Thus the second most 
important assumption of the classical economists was thrown 
to the winds. Instead of there being universal competition, 
now there were in the field two gigantic monopolies, face to 
face with each other—one of the capitalists and the other of 
the workers. 

But, in spite of all that had happened in favour of the 
workers, cither through the efforts of the government or as a 
result of their own organisation, their position remained 
generally weak and unsatisfactory. Wliilc money wages 
were slowly rising from decade to decade, there was little 
improvement in real wages. Owing to several factors the cost 
of living was gradually going up, which made improvement 
in real wages nearly impossible. Therefore the supply of essen¬ 
tial goods and services to the workers, which alone could 
guarantee comparative well-being or free a person from the 
dav-to-day worry of scarcities, remained for all practical 
purposes as unsatisfactory as before. Consequently the struggle 
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between labour and Capital remained; in fact, with the march 
of time the gulf between the two became more and more 
widened. While the average productivity of labour was in¬ 
creasing at a rapid rate, as caused by increasing application of 
machine in the processes of production, wages did not increas • 
at a corresponding rate. Under these circumstances gap 
between current production and curreni consumption became 
inevitable. In other words, while the producing capacity 
of the industrial masses was increasing by leaps and 
bounds, their consuming power was not increasing at the 
same rate. 

Thus all the goods produced were not being currently 
sold. Partial over-produc ion side by side with partial imrl‘*r- 
i onsumption were proceeding ..pate simultaneously. While 
people were not petting all the things that they needed, 
all the goods produced from yeai to yeai \v.* not being 
sold. In other words, while majority of the population : n a 
rountry or in the world wn lined nuclei-led, under-clothed 
and ill-provided in respect ol theii goods and scj vi< e\, producers 
were running unsold storks. One (in understand the truth 
of this statement easily if one would recall that in an indus¬ 
trially advanced country the wage earner > compose the main 
body of consumers. However, when such accumulated stocks 
became formidable in quantity, prices started falling, result¬ 
ing in losses and consequent curtailment of production. In 
such condition., unemployment ut men and m iierials increased, 
when poverty, misery and suffering of all sons multiplied 
almost at a geometrical progression. When such crises in 
production occurred in the beginning, people thought that 
perhaps they were caused by some inexplicable circumstances, 
which would disappear when the sun of capitalism had taken 
its proper position in the industrial firmament and its light 
shown more brilliantly. Moreover, as after each crisis things 
improved at a rapid pace and they not only returned to the 
original normalcy but, in fact, registered a higher rate of 
production and consumption than had ever been seen before, 
experts were satisfied with the magic working of the capitalist 
economy. But, later, when it was discovc red that such crises 
occurred at more or less regular intervals of seven to eleven 
years, these experts naturally felt rather intrigued about the 
situation. 
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Boom and Slump. It would appeal tfyat difficulties arose 
fundamentally from two factors, i.e. wfien the multiplying 
demands of the working classes began to deprive the producers 
of increasing slices from their profits, they took resort mainly 
to two measures to avert this tendency. Firstly, with a view to 
browbeating the workers, they showed marked inclination 
to displace men in production by machines; secondly, in order 
to arrest the disaster caused by unlimited competition in their 
own ranks, they seemed to prefer combination to suicidal 
competition. The result of the first device was unemployment 
of men. And when unemployment became rampant workers 
were willing to work on lower wages than they would have 
otherwise agreed to. The result of the other device, i.e., 
discarding competition in favour of monopolistic forms of 
industrial organisation, was that while it placed the producers 
in a belter and stronger position to deal with the menace of the 
working class, it also enabled them to reap greater benefits 
from rationalised, large-scale production. Obviously when 
there was understanding and agreement among producers, 
workers could not take advantage of the competitive impulse of 
the former to drive bargains favourable to themselves. The 
off-shoot of both the situations was that the trial of strength, 
in the advanced stages of capitalism, between capital and 
labour became even more intensified. 

Combination among producers along monopolistic lines 
helps them to command large financial resources. With such 
vastly increased resources expensive labour-saving machines 
are ordered for. When the demand for capital goods increases, 
there comes to prevail great prosperity in the capital goods 
producing industries. And when the margin of profit is 
found to be larger in the capital goods producing industries, 
larger investments are attracted towards them, resulting 
sometimes in their disproportionate expansion and unba¬ 
lanced development. Ordinarily there should be nothing 
wrong in such a tendency, for the growth of this class of indust¬ 
ries should, in the long run, onl/ help to give unre employ¬ 
ment to men and materials iu a cojiury. 

But there are some peculiar characteristics of the indus¬ 
tries producing capital goods which cause all the complications. 
Production in these industries happens to be rather ‘round- 
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about* in ilai«*ctcr. As Ihe production of machines takes 
lorg time, nnj tf. jtiu rf terditieps in such industries cannot 
be directly iclatcd to tl c e’emprd for them; neither this ‘indi 
irct* production is iclatcd to the actual conditions obtaining i>< 
the business world, hi trunked (ontiail 1 o this, conditions in 
the industries piodudng roi.sumei goods are directly related to 
the demand hom the public (or such goods; tlie relation being 
of a direct natiue, expansion in them can only take plat 
when there is inneased den and Joi the goods produced h 
them. Similaily, when thru is contiae lion in the demand 
foi iuch goods, one (an ca il) imagine conliaction in the pm 
duction of such ; nods On 111 ' othri hand, in the capital 
goods industiies, a. the dc niancl (o' capital goods is a derive > 
demand from the demand to< consume 1 goods, pudu tn*n 
of capital goods cannot be vomcdii nlv cn directly iclatcd l > 
the demand Jot cor uni 1 jno '•>. In i llnr woids, productim 
of capital goods is not dim u latcd loth' niaiket condition 
obtaining in the business wnK 1 

Toilli ua'c* ouj .1 I'nnul lit 11s take .1 uioctiiul cv- 
ainplc. Suppose* llu ih ni 1 lien consiim'*! goods is showiii" 
signs of increase As a 1 isn’t ol such mnease pioduclion ol 
consumei goods would be nuirvsid \ud when these indns- 
tiies begin to produce lu ,ci b ilk ol roods and these goods 
arc sold with a piofn dll mug n I n nwneis of such indus¬ 
tries would 1 e inclin d to cull 1 foi mot« machines to be used 
in the runnin ,ol such iiu’usln lb optic tens ol capital goods, 
seeing laigei dem nd ib» th'ii output, woulcl either 'tait 
producing mou capit d mooiIj or, if the demand is veiy great, 
would set about plannin • < \p uuion ol tlieii industties by start¬ 
ing new ones in oulti (opudn e mou capital goods in the 
years to come. But all lhi> naturally lakes time, and 
consequently '■umetinus it so happens thru by the time largci 
number ol machines and plants arc pinihu ed, the demand lot 
the dame in <ht me* 11 im< I.* be m juliiud. Such a situation 
in thn real world is not onl) po siblo but, in ccitain circunu- 
lancei, inevitable. 

1 or example, tliue is «, t piescnt laigc demand lor capn- 
al goods, plants, machines, etc. all the over woild, U. S. A 
happens to be the only loitunatc country which can largHv 
racct such a world demand. Therefore, in ortier to meet 
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this increased demand for machines and plants, American 
producers, for instance, at present are doing two things. 
They arc rillier hying to produce as many machines as their 
pi csent producing capacity can allow them 1 o produce or 
planning the selling up of fresh capital goods industries with a 
view to producing more machines and plants in the years to 
come. Bolh these processes, however, will take lime. So 
iL is quite pu'sihle that U. S. A. m«i> not he in a position to 
meet the total world demand lot machines before the year 
1951 ). 


Now, the danger is th.il when American producers have 
investrd billions and billions ol dollars in the production of 
these good* and in the expansion of such industries, it is revea¬ 
led that, on arcount ni the demand for consumer goods having 
in the meantime dee lined loi voious reasons, industrialists all 
over lhe w 01 Id are- nnl in a mexal to pun hase as many machines 
as they had hoped In hut enigmaII). When this romes to be 
known gif at ncivomiioss and consequent panic w'ould prevail 
in the capital goods industries. \t such a time prices of their 
shares au,l sf-iiiiiliis would decline. This would ouly 
further ini iirily lli. panic. Holders of such shares and securi¬ 
ties would aail disporin > I'lfin of in a liuicy and excitement. 
T hus capit.il would he withdrawn from these industries, 
leacliug t< the cloin > down of many of I hem. It may be 
noted tliai i* is litis pci uli.ur feature of the* capital goods indus¬ 
tries which is i expansible tor most of the world's misfortunes in . 
modem limes. 

When such a situation develops, usually it takes lon^ 
time to effect corrections in these industries. In the mean- 
w hilc stagnation sets in. Slump c oudilions t ome to prevail, cau¬ 
sing reduction in the employment ol plant, men and materials, 
which depress bolh wages and prices, Al a time like this* 
the Slock.Exchange Joses confidence- and credits are called in. 
The financial crisis, starting from the Slock ExchangcJtoreads 
to all llie industries producing means of production. The* 
collapse oi closing down ol’ the capital goods industries 
causes fuilher unemployment iu the labour market which, 
through lowered demand, spreads ih an aggravated form 
to die consumer goods industries. This causes unemploy¬ 
ment on ah increasingly wider scale. In the meantime full- 
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sc$le slump sets in, when every department of production is 
affected adversely, leading to a full-fledged economic depres¬ 
sion. 


Let us now analyse booms and slumps in their proper 
sequence. In a phase of recovery producers generally are 
optimistic. Seeing the prospect of high profits, they are 
inclined to expand their individual scales of production. 
More production means more employment of men, materials 
and machines. More employment of these factors leads 
to greater disbursement of purchasing power to the community. 
With greater purchasing power in their hands, consumers 
go to the market to purchase all kinds of consumer goods. 
Thus, when the demand for consumer goods is high, prices 
rise. And when prices rise, profits also rise. So in the ex¬ 
pectation of continued rise in prim and in anticipation of high 
rates of profits, producers expand their scales of pioduction 
still further. But production can increase further only when 
producers are prepared to pay higher remuneration to workers, 
technicians, managers, organisers, to the suppliers of raw 
materials, machines and power as well as to the suppliers of 
credit, i.e. bankers. For the time being, as the producers are 
generally in an optimistic frame of mind, they do not mind 
increased payments to the various agents of production and, 
in fact, they pay whatever is demanded of them. Thus we 
find that more production takes place only at a higher cost 
of production. 

When costs of production increase, they must be inva¬ 
riably reflected in rising prices. Rising prices usually insure 
larger profit margin. Therefore, in expectation of profit, 
production increases still further. But now agents supplying 
factors of production would demand still higher remuneration 
and prices for their services and goods needed in production. 
This situation, however, cannot be allowed to prevail indefi¬ 
nitely. In view of costs of production increasing rapidly 
producers would be less inclined to pay higher prices for the 
goods and services which they consume in the productive 
process. As the wage-bill geneially happens to be the largest 
single item in the costs of production in most industries, at 
this stage a trial of strength would start between capitalists 
and workers. Partly the demands of the workers would be 
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met, but partly they would be by-passed by die capitahiti 
by ordering morr expensive machines which, in effect, i^dtWg 
the wage-bill that producers otherwise would have paid to 
workers. But, in spite of all efforts to the contrary, costs of 
production go on rising, prices following the lead given by 
rising costs. Thus, on account of rising prices, the workers' 
cost of living also goes on rising. In order to cover this increased 
cost of living, they become even more insistent for increased 
wages. But at this stage all the efforts and energies of the 
capitalists are directed to ‘rationalising’ and decreasing costs 
of production, mainly by reducing man power and its share 
in production. 

While all this is happening capital goods producing 
industries are making good profits. Consequently more and 
more people invest their capital in such industries. At such 
a time prices of the shares and securities of the capital goods 
industries rise unduly. Capital goods industries thus go on 
expanding without showing much appreciation of the con¬ 
ditions obtaining in the real world. But, as we have seen, 
working classes generally, on account of increasing use of 
machines in production and monopolistic tendencies on the 
pari of the producers, do not in times like these get as much 
wages as they should. In fact, money wages are not only not 
equal to the increased cost of living but they actually lag be¬ 
hind the marginal productivity of labour. In other words, 
workeis do not get the equivalent of the value that they 
produce. The result is that while production is still increas¬ 
ing at a tremendous pace, the consuming capacity of the 
t ommunity ceases to increase in the same proportion or at the 
same rate. 

The other significant tendency noticeable among pro¬ 
ducers at this time is that they try to produce as much as 
is physically possible for them. One of the major defects 
of the capitalist system is that production under it takes place 
without producers knowing exactly the possible* volume of 
demand for such things from the consumers. The other 
defect is that each producer seeks to increase his volume of 
production without disclosing to other producers his scale of 
expanded production. So every producer is, for all practical 
purposes, in the dark about tne increase in the scale of 
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production of the other producer. Therefore sometimes 
the total quantity thus produced is less than the total 
demand for it, at other times it is just equal to it or even 
more than the total demand. When the last situation arises 
it is a case of over-production in relation to current 
demand. 

E(onomr Dtpu won. Ti ouble at such a time usually starts in 
the following manner. A 1 < «>• Is of production rise, prices also rise. 
With rising prices, goods i ui rentlyproduccd are nut sold. Thus 
fiom year to year producers and wholesalers cany forward 
accumulated stocks of goods. With the accumulation o( 
unsold goods prices show downward trend. But when the 
danger of falling prices fates the producers, they generally 
become cautious. Banks at this time are inclined to pul 
.stringent conditions on advancing credit. Rates of interest 
soar high. At this stage conditions become practically sta¬ 
tionary in the business world—there is neither expansion nor 
contraction for the lime being. But under capitalism a sta¬ 
tionary situation, for all practical purposes, is as dangerous as 
a declining onr. Usually capitalist economy is either ex¬ 
panding or contracting; it seldom remains stationary. In fact 
a stationary condition is often the harbiugei of evil. Such is 
the dynamics of the capalalisL system of pioduction. It cannot 
be easily explained with the help of logic or reason. But this 
is what usually happens. As each system of production has 
its own laws of movement, capitalism reveals this peculiar 
dynamics. 

However, as soon as the stationary position is reached 
there is complete stagnation in the sphere of production. As 
we have mentioned before, at a lime like this trouble starts 
mainly from (he capital goods industries, which being unduly 
developed, are always affected first. There is a sharp fall 
in the prices of thur shares and securities. Adverse develop¬ 
ments in this class of industircs lead to a reduction in the aggre¬ 
gate income 1 of the community. With diminution in total 
income there would naturally be a fall in the demand for con¬ 
sumer goods. Aad when there is such a fall in demand, prices 
£0 down generally; causing decline also in the consumer goods 
industries. When consumer goods industries arc hard hit, 
they cancel orders for capital goods, which causes further 
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decline in the industries producing capital goods.. Investors 
in a state of panic begin to withdraw their capital from these 
industries. Now the car of capitalism }s in the reverse gear. 
Disastrous developments take place in quick succession and al¬ 
most at a sensational pace. The effort and enterprise of years 
is ruined in no time. Unemployment becomes a universal 
experience, which causes poverty and pestilence. Indus¬ 
tries are closed down. Raw materials and power resources 
remain unsold. Thus there is an all-round depression, affect¬ 
ing not only one counliy but, one after another, all the coun¬ 
tries of the world. As in the modern period of history different 
parts of the world arc inter-linked and inter-dependent in one 
f-ense or another, if tlieic is prosperity in one part of the world, 
it invariably spreads to other pails. If, on the other hand, 
there is deprissiou in one part, it irresistibly spreads to other 
parts. Such is the nature of the economy of the present-day 
world. 

With the onset of the depression, along with its financial 
and other repercussions, affecting the national and inter¬ 
national economy at large and with widespread economic 
misery and social distress, ihc critical juncture is reached. 
From this nadir the derline leads to improvement, and now 
dynamic movement in the right gear. The same process 
is repeated, which again culminates inacrisis. Tam, itwaald 
be seen that, between one crisis and another , industry passes 
through a certain circle or as, ii is called, cycle. It is for this 
reason that the whole phenomenon is kn jwn as trade 
cycle. 

Symptom* oj PomiMil D'firesnon. It has been noticed, 
of laic, that with advance in induslri.il production economic 
depressions are becoming more and mire severe in their 
impact. The result is tint u>ually it takc 3 a long tim; 
to clear the debris of devastation and misery caused by a 
depression. Moreover, since the nature of the world economy 
j,, becoming more .uni more industrial, ecoumic depressions 
show pronounced tendency of affecting larger and larger 
regions of the world. fVtherm ire, taj mar; industrially 
advanced a country is the more hard hit it is by the violent im¬ 
pact of a depression. Gi lsequenliy, in the present century 
the economy of ih* United States was affected first, 
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and also most, by the violence of a depression. And what is 
even more alarming that, of late, a sort of permanent dep¬ 
ression is becoming inseparably associated with the capitalist 
tcoiioim. While in the old days unemployment increased and 
available resources could not be fully utilised only in a state 
of depression, .it is now being noticed that even when the 
boom is touching the peak point there is considerable unemploy¬ 
ment of men and materials. In other words, depression is 
becoming endemic in the capitalist system. This is undoubt¬ 
edly a disturbing sign from which some authorities have 
drawn the conclusion that capitalism in its advanced stage 
would show increasing signs of failure to utilise currently 
available resources in production. 

It was from such a belief that an economist of the emi¬ 
nence of Lord Keynes arrived at the conclusion that as 
capitalist production advances on its course, net investment 
on private account would show increasing tendency of lagging 
behind that ideal quantity of investment which would be 
needded to bring about conditions of full employment ol men 
and materials in a society. That ideal investment is des 1 ibed 
as optimum investment. Apparently this view does not seem 
as serious as it really should. The conclusion which ought to 
be drawn from such premises is that the gap between real and 
optimum investment being an ever widening one it should 
be progressively filled by investment on Stale account i. e. 
by spending increasing amounts on such projects as public 
works, development of social service, etc. 

■Diis is exactly what Keynes advocated in the couisc 
of his writings. He emphasised that State expenditure 
from year to year shpuld expand in order to fill the gap be¬ 
tween actual and optimum investment, and thus help to main¬ 
tain fhll employment of men and resources in a country. For, 
according to contemporary economists, the highest economic 
ideal at which a modern, progressive government should aim 
at is the maintenance of full employment in a country. One 
can imagine what a serious departure is this from the original 
stand of the classical economists, who had advocated non¬ 
intervention by the State in the economic life of the people. 

This is, however, only one of the remedies which is suggested 
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as the cure of the crisis in capitalism. As we are not discussing 
remedies and solutions of the problem here, we may proceed' 
after emphasising the fact that even when boom conditions 
arc obtaining the situation by no means is satisfactory. For 
instance, aming other things that happen in a boom, tire 
tcm'enc y on the part of the producers (in order to avert the 
fall in prices and profits, in view of increasing supply of con* 
sumcr goods, without there being corresponding increase in 
demand for them) to change the nature of production is mo d 
serious. When producers are faced with the awkward possibility 
of falling prices, they try to divert their investments more and 
more towards the development of ‘secondary’ and ‘tertian 1 ’ 
industries, which are devoted to the production of all kinds of 
luxury goods, armaments, harmful commodities and drugs, like 
opium, cocaine, heroin, to name only a few. As there is great 
inequality of income in the society, even such superfluous, 
useless and harmful commodities are produced and fetch good 
prices, when the majority of the people do not have even two 
square meals. For the time being no doubt the problem of 
capitalism is solved, and the precipitate fall in prices is pre¬ 
vented. But, as we have seen, this problem is solved only for 
a short while, for the evil day cannot be postponed for long, 
much less lor ever. Ultimately when it is discovered that 
even such goods have been produced in larger quantity than 
could be sold at reasonable prices, conditions of slump come 
to prevail. But, even apart from slump, crisis and depres¬ 
sion, the question is: how far economically, ethically or morally 
production of such superfluous or harmful goods can be justi¬ 
fied when the majority of people in the world remain hungry' 
or underfed ? 

The Med jor Change. There arc several theories pro¬ 
pounded by professional economists and others which seek 
to explain the various phases of capitalist production. It 
would be hardly necessary to examine them here, for 
they form part of economic theory meant for the study of 
advanced students of the subject. For our proposes 
this elementary description of the phenomena of the trade 
cycle would suffice fir realising the necessity of changing 
the system for something, better. It must have appeared 
a strange and serious matter, indeed, that such cataclysmic 
changes of this nature should take place in our system 
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now and then without any rhyme or reason. What is still 
worse, crises and depressions sharpen class contradictions 
and aggravate the unenviable condition of the workers. Such 
a situation compels the working classes, who formerly tended 
to be at peace with capitalism, to become active in the struggle 
against it. We can support this by the experience during 
the economic depression of 1929 - 32 , which clearly demons¬ 
trated what a dangerous event is an economic depression in 
the lives of nations. The colossal price which it demands in 
terms of suffering, extreme poverty, wide-spread pestilence and 
unbearable trial of the human soul is simply incalculable. 
That it also becomes the strongest single atgumenl in favour 
of world wan is another aspect of the matter to which we shall 
address ourselves in the following ihaptei. 



CHAPTER IA11 

SOCIALISM 

Promises Not Fulfilled. The advocates and exponents 
of the capitalist system had held out the promise of a form 
of industrial production that would create a millennium in 
which by practising the principles of competitive, private 
enterprise not only the people of one country would become 
happy and prosperous but the whole world would be enabled to 
participate in that feast of well-being and progress, more or less 
on an equal basis. They had also predicted universal harmony 
and peace, in the salubrious climate of which each part 
of the world would develop economically, without giving 
cause to friction or conflict between the interests of one 
country and another. But what was the world’s actual 
experience? 

liven in the industrially advanced countries prosperity 
and happiness had not become a common experience, nor was 
plenty shared equally by all wherever it existed. In iact, 
while one class of people had become rich out of all proportion, 
the vast multitude was left tolivc the lifeof want and insecurity. 
The economic development of the world, instead of following 
any easy or smooth course, had come to a standstill in many 
parts due to the altitude of the adventurous and ambitious 
nations, which sought to perpetuate the economic backward¬ 
ness of the less developed countries in order to be able to sell 
to them their own manufactured goods. 

Further, it had been assumed that the principle of laisbz 
faire would be equally applicable in the sphere of international 
trade, and if the* latter was allowed to take its own course, 
unregulated and unrestricted by any external authority, it 
would confer benefits on undeveloped countries as much as 
on the developed onr>. But in reality, specially after the 
emergence of such ambitious competitors in the field as Ger¬ 
many, U.S.A. and Japan, international trade ccasr dto be con¬ 
ducted on the principles of lice trade. In iact, foreign trade 
came 'o be increasingly backed, boosted and bolstered up with 
duties, tariffs and quotas, adopted by the governments of the 
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countries which were in a hurry to take lead in the com* 
petidve race of international economy. 

Thus, combined world economic development on any 
fair and equal basis became an impossibility. The indus¬ 
trially advanced nations had managed to gain political 
foothold in the backward parts of the world, where they tried 
to establish exclusive rights of selling manufactured goods as 
well as of investing surplus finance capital by deliberately 
thwarting and crippling their economies. 

Similar privileges were claimed by other countries which 
entered the fray a little later. This led to a trial of strength 
among the industrially advanced nations, on the one hand, 
and between these and the backward areas of the world, on 
the other, on the issue of colonial exploitation. These 
developments made the dreams of world peace and progress 
impossible. As a matter of fact, with the march of time, fric¬ 
tion and conflict between the rival capitalist nations only 
increased further, which compelled them to adopt openly 
imperialistic roles in world politics. 

When matters had become so complicated and the 
dream of universal well-being, prosperity and peace had 
disappeared in the thin air, attempts by the students of the 
subject began to be made to analyse the nature of the malady, 
with a view to restoring reason and sanity in the economic 
affairs of the world. Explanations followed explanations in 
quick succession. But none could suggest such a remedy as 
could prevent the recurrence of the evil or even explain the 
nature of the trouble. 

The Birth oj the Socialist idea. The apparent short¬ 
comings and glaring inequities of the industrial system 
encouraged its critics generally to become louder and more 
vigorous in their criticism and condemnation of the economic 
and social results of capitalism. Capitalism, it would be 
remembered, had its critics from the earliest phase of its rise 
and growth—in fact, even before capitalism had come into 
vogue, there had existed strands of socialist and co mmunis t 
thoughts. But as long as capitalistic enterprise was able to 
dazzle the imagination of mankind by its promise of universal 



S0C4AM8M 


765 

prosperity, freedom, equality, justice, rationality and ‘the 
greatest happiness of the greatest number,’ its critics could 
hardly fed sure of thdr own ground or create much impression 
on others. 

But since capitalism had now produced its own nemesis, 
in the form of booms and slumps, crisis and depression, un¬ 
employment and poverty, international friction and war, 
the voice of its critics became more strident and their logic 
more convincing. They offered all manner of explanations 
and suggested a variety of remedies. While some adopted a 
constructive approach, basing thdr case on reform ana edu¬ 
cation, others seemed to run amuck under the intoxication of 
their own irrational approach. For example, first came 
those romantic reactionaries who advocated the breaking of 
machines as a remedy of all the ills which had been created by 
capitalism, and pleaded for a return to the past. But, naturally, 
such insanity could not prevail for long, much less succeed in 
its purpose. Then came those who began to dream of a heaven 
which could be created on this earth only if men dedded to 
co-operate, instead of competing among themselves. Robert 
Owen, the chief exponent of this idea, went to the extent of 
establishing one such ideal society, where by the elimination 
of disorderly competition and faulty education, mankind was 
intended to be won back to the path of progress and peace, 
through a reassertion of the religious, moral, cultural and 
ethical values. But to the'practical and realistic imagination 
of the people of that time this innocent and pious panacea 
did not appear to solve the colossal problem that was capita¬ 
lism with all its good and evil manifestations. 

Others advocated still other views and policies. But 
almost all of them happened to lay emphasis on the organi¬ 
sation of workers on trade union lines, which was supposed 
to compel the employers to yield all that their employees 
wanted. As a result of this emphasis trade unions were formed 
in Great Britain as well as in the European countries. But 
the organisation of workers on trade union lines only further 
in tensifi ed the struggle between labour and capital instead 
of resolving it. In answer to worker’s organisation, indus¬ 
trialists combined to beat the former at their own game. So 
the conflict and ensuing struggle between the two assumed 
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serious and claiming p report ior*. At this stage another vii'u 
seemed to pain popularity,- ere which attributed all economir 
and social ills to the idea and institution of private property. 
Proudhon, the French thinker, shouted : “Property is theft; 
property owners are thieves.” His argument was that il 
somehow property could be abolished everything would be v t 11 
with the economic world. 

Put the ciitics of the i rt piulisl s)strm were still as mi eh 
in doubt about the real nature of the capitalist evil as its advo¬ 
cates and exponents wcie mystified and bewildered bv its 
intractablr W'ays. In vhw nl this ever) body seemed to be 
groping in the dark, without finding the end of the blind 
alley. The idealists and the Utopians failed in suggesting 
a way out of the great inrpa <; whil* revolution tries onh 
realised the fuiilily of their radii al doc nines. 

All those who ciitici'id and condemned the lapitalisi 
system were generally known as coiih\(>> and all their theories 
were pul under one head: Soiia'ism. flny all sought to re¬ 
form, reject or replace pi'cilism b* suggesting schemes of 
radical social reform and erpi’lablc di tiibution. But nearly 
all of them failed to sup'.ret anything of a piaitiral nature, 
which could achieve the deni eel end. And even those who 
did succeed in suggesting an alb unlive failed to mention 01 
devise the agency which could abolish capitalism and replace 
it by a more humane system. Being idealistic in tin ir approach, 
the schemes they suggested turned out to be unpractical Uto¬ 
pias. All of them thundered against the criminality of a 
system which enabled a class of idle rich to prosper by exploi¬ 
ting the honest labour of others, but none succeeded in giving 
the outlines of a system which could take its place. It 
was only Karl Marx’s comprehensive and synthetic genius 
which ultimately gave a more or h ss ‘■cietrtilic explanation 
of the defects and wrongs oi the industrial phenomena and 
also indicated the agency tin ouglt the c (Torts and initiative of 
which capitalism could be overthrown and Socialism enthroned 
in its place. Believers in sue h a point of view are also known 
as socialists. 

T/tt Socialist Thisis. There are, however, socialists and 
socialists, and it is next to impossible to define a socialist. 
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Apart from socialists as such, there are Anarchists, Syn¬ 
dicalists, Fabians, Guild Socialists, State Socialist^ Com¬ 
munists and others, all of whom take their stand on varying 
programmes which, scientifically speaking, ran scarcely be 
separated from the fundamental principles of Socialism as they 
arc understood today. Tlieu there arc also many derived 
academic theories which, while mainly emphasising the 
economic approach and explanation, take inspiration from 
and come very near to the socialist doctrine.* In view of these 
varied, divergent and, in certain respects, conflicting view¬ 
points it would be difficult to define Socialism in a manner 
as to make it acceptable to all these schools of thought. For 
example, George Bernard Shaw, himself a socialist, deflnes 
Socialism as “the complete discarding of the institution of 
of private property, .and the division of the resultant public 
income equally and indiscriminately among the entire popu¬ 
lation," a description which would not applytolhe social order 
advocated by many socialists. Hen re, instead of attempting 
a generally acceptable definition of Socialism, it would 
be better for our purposes if we elucidated its basic principles, 
defined its objectives, and indicated the means of achieving it. 

Socialists seek to explain all the evils associated with 
modern industrial society in terms of the Innate and inherent 
defects of the capitalist system of production. For instance, 
they trace the source of all trouble in the industrialists’ com¬ 
petitive greed for profit and draw the conclusion that so long 
as production was based on such a narrow and irrational 
consideration universal plenty and general well-being could 
never be achieved They argue that as after a stage it pays 
a capitalist more to produce less (for rising production causes 
a fall both in prices and profits), the greed for profit w'ould 
always serve as a brake on production. So, in their view, 
in order to ensure plenty and prosperity for all it is necessary 

*Even apart from these views whieh arc socialistic iu origin and 
inspiration, there arc some political cults which claim to be socialist in 
form and content yet are not socialist in substance and reality. National 
Socialism of Hitler’s Germany would save as a good illustiation. National 
Socialism, no doubt, included in its piogiamme some such features as 
closely resemble Socialism, but it would he a mistake to consider Nazism 
under Socialism, for, if anything. National Socialism was a reaction 
against Socialism, 
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for the profit motive to cease to be the main criterion and 
motive of production. 

But when profit is abolished no industrialist would like to 
produce, for under capitalism goods are not produced for 
altruistic reasons. Accordingly, socialists say that, instead 
of private individuals being allowed to remain the owners 
and controllers of production, all factors and means of pro¬ 
duction should be owned by the State, which should produce 
goods* not for profit but for consumption by the community.’" 
In other words, when State comes to produce goods, naturally, 
that quantity would be produced which is needed by the 
people at large, irrespective of the fact whether it yielded pro- 
lit or not. And if in a particular line of production loss was 
incurred, it would be made good in other lines of production. 
If, on the other hand, there was profit in such production, 
this surplus would be added to the general revenue of the 
State, which would be spent on the common welfare of the 
people. 

With the disappearance of profit as an impelling force in 
production competition would automatically cease to exist, 
at least in the shape in which we find it today. And if in 
the socialist society also there is competition it is of a different 
sort altogether and has different objectives. There indivi¬ 
duals vie with one another in producing more goods with a 
view to strengthening the hands of the State to provide better 
defence and such other benefits for the common people. 
Furthermore, once unhealthy competition as a principle 
of production is discarded, most of the problems of the working 

•We have said before that socialists differ widely in their approach 
and emphasis. Many hold similar views on this particular issue of the 
State agency being allowed to play a role in economic life. But the 
Anarchists hold radically different views. Socialists’ attitudes towards 
the State differ widely. For initance, while State Socialists would 
establish State ownership and would have the State control future produc¬ 
tion, co-operative socialists distrust the State and fear the overdevelop- 
ment of bureaucracy and would like to bsse their system upon the 
organisation of independent producers. Syndicalists, Guild Socialists 
and Industrial Unionists also hold more or less identical views on this 
subject. But Anarchists go to the extreme limit or holding the State to 
be the ultimate source of exploitation and maintain that no reasonable 
social order can be established so long as it exists. 



SOCIALISM 


classes are automatically solved. The labour problem as 
such arises mainly from the desire of the capitalist to pay to 
the worker as little as possible. The workers resent this and 
try to resist by taking resort to all kinds of devices, desirable 
and undesirable, to earn a reasonable wage. But success in 
this line usually becomes difficult for the workers because 
of the spirit of competition in their own ranks undermining 
their collective discipline and class solidarity. And when 
the workers try to eliminate this evil of competition from thefr 
ranks by forming irade unions, capitalists also combine, and 
in the ensuing trial of strength it is usually the capitalist class 
which finds itself favourably placed to carry through its point 
of view. 

All such problems under socialism would be automatically 
solved. When the State happens to be the chief employer, it 
would give to the workers what is needed to ensure them 
adequate wage. In the early stages wages may not be very 
high. But as the socialist experiment gets into stride and 
all-round progress is made in that direction, the wages of the 
working classes would rise rapidly. The socialist State being 
no private agency, seeking to enrich itself as the capitalist 
does, whatever the workers produce would, in the long run, 
accrue to them, either in the shape of higher wages or in the 
form of other concessions and facilities. Thus exploitation 
of workers would come to an end. 

Similarly, unemployment, strikes and lock-outs and other 
allied industrial evils would cease to exist. Unemployment, 
for example, mostly takes place when either the supply of 
labour is more than the demand for it or when there is delib¬ 
erate attempt on the part of capitalists to curtail production 
with a view to preventing the impending fall in prices caused 
by over-production of goods. Ur der socialism no such contin¬ 
gency would arise, for the very first article of faith with the 
socialist authorities would be maintaining full employment. 
Therefore all those who are willing to work, are physically 
fit to work and can work on the prevailing rates would be 
provided with work. There may be unemployment of a 
temporary nature, caused by a change-over /from one line 
of production to another or as occassioned by similar other 
short time factors. But in no case can there be any such 
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thing as long time or permanent unemployment. Similarly, 
strikes and lockouts would have no place in a socialist order. 

The main objective, it may be emphasised again, before 
such a society would be to employ all men and materials avail- 
able in the country and with their aid to concentrate pri¬ 
marily on the production of necessaries of life so as to provide 
all a reasonable standard of life. And after all the people 
have had a substantial measure of these necessaries, efforts 
would be made to produce comfprts and luxuries. Thus 
under socialism there would be ever increasing avenues of 
employment. And, finally, if a stage is reached when with the 
aid of highly mechanised forms of production all the good 
things of life have been produced and still there are some 
people in need of employment then hours of work would 
be curtailed. In fact, a measure of curtailment of the average 
hours of work would be necessary even in the beginning of the 
socialist experiment And this reduction in work would 
become even more pronounced in later stages, for the ideal 
then would be to provide employment to each and all, even 
if such employment means work only for an hour or so per 
day. Certainly such an arrangement would be infinitely 
better than the present one in which, while a large number 
of people remain unemployed, others have to work so long 
and so hard that their health and lives are seriously im¬ 
paired. 

One of the most serious indictments of the capitalist 
civilisation is that it produces appalling inequality of incomes 
in its various economic and social groups. As one knows, 
such glaring inequalities mostly arise from the fact that, while 
a small number comes to own production, the vast majority 
are reduced to the status of mere hewers of wood and drawers 
of water. Socialists are strongly opposed to such gross in- 

a ualities; they maintain that when the task of production is 
ten over by the State the possibility of such inequality would 
not arise and this problem would be solved without much 
difficulty. 

One may, however, object that the ownership of produc¬ 
tion is not the only factor which causes inequality of incomes. 
Unequal salaries and wages also can and do cause a measure 
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of inequality. Socialists for this reason do not believe in 
paying grossly unequal salaries or wages to different classes 
of people. In an ideal socialist society, therefore, people 
would not be paid according to their work but they would 
get according to their needs. When such becomes the order 
of things inequality of incomes would automatically disappear. 
But socialists do realise the necessity of paying, in the transi¬ 
tional period, different salaries and wages to different classes 
of workers, for they rightly think that if some such compro¬ 
mise is not accepted as a temporary measure production might 
be adversely affected in the initial stages of the socialist ex¬ 
periment. As human nature cannot be reformed at one 
stroke, they accept this as an important compromise with 
their high principles. But even such inequality, as is likely 
to be caused by paying unequal salaries, they seek to reduce 
b> adopting progressive taxation as an important principle 
of public finance. 

S?nall(> Rrjorms. Besides, there would be scope for 
smaller economic and social reforms as well. For example, in 
modem times, when adequate necessaries of life have not 
been produced, superfluous and even harmful goods arc pro¬ 
duced, for the production of such goods is found to be more 
paying than the production of necessaries. Such a contingency 
under socialism would not arise. The socialist authority 
would produce only such goods as are socially necessary and 
useful. Goods needed for making life comfortable would 
also be produced, but they would be produced only after the 
necessaries of life have been turned out in adequate quantity. 
In other words, under socialism first things would come first 
and most strict adherence to a social and ethical priority 
would be observed. 

At present vast funds are spent and squandered away 
on advertisements and in organising sale publicity by com¬ 
petitive producers, who want their own goods to sell in pre¬ 
ference to rival goods produced by others. Considered from 
the social angle such expenditure is net waste. When the 
total supply of goods happens to be less than the total demand 
for them, there is no wisdom or reason in wasting large resources, 
financial and other, on organising sale publicity. As in 
the socialist society there would be no competing producers 
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the question of wasting such large resources on advertisements 
would not arise at all. The socialist authority, keeping in 
view the choice and preferences of the consuming public, would 
try to produce only such goods as happen to be generally \n 
demand and the consumption of which is not likely to harm 
the people. Incidentally it may also be mentioned that the 
modem practice of adulterating commodities and drugs, 
which has become a habit with unscrupulous producers, can 
have no place in the socialist scheme of things. 

I 

Moreover, as is so well known, in a crisis our industria> 
lists have to destroy a good part of what they have produced, 
when there is danger of a di astic fall in prices. Thus, while 
millions of people are hungry and naked, large quantities of 
socially useful and necessary goods are deliberately and 
remorselessly destroyed. Similarly, in order to get the best 
returns from the existing capital in\ estment, industrialists try 
to suppress scientific inventions on which they have often spent 
millions. If the invention or discovery in question turns out 
to be of such a revolutionary nature that in order to accept and 
introduce it the industrialist concerned has to pull down his 
entire industrial superstructure then he prefers to keep that 
scientific formula a sealed secret for a long time or for ever. 
In consequence of such practice, which is not uncommon, 
humanity is cheated of its advancing wisdom and prevented 
from deriving any benefit from such scientific inventions. 
This is, however, only one aspect of the tragedy. The other 
aspect is that if a person, who is new to a .business, comes across 
some such invention, as is likely to curtail the cost of produc* 
tion drastically, he would readily adopt it and thus indirectly 
compel rival producers to write off their entire industrial 
equipment, if they want to exist in that line of production. 
Thus industrial equipment worth billions is sometimes wasted 
in no time because of this competitive factor. Society suffers 
as a result of both these situations. When, however, the State 
comes to be directly responsible for production, as would happen 
in a socialist society, these forms of social and economic waste 
would be conveniently avoided. 

How it will Happen. All this seems too good to be true. 
One may well ask: who will bring about such a great 
change and how ? In other words, one would like to know 
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the ways and means which socialists prescribe for bringing 
about such drastic economic, political and social changes. It 
would be interesting to know that prescriptions as to the me¬ 
thods whereby socialist ideals are to be realised vary con* 
siderably. The methods and means suggested vary with the 
temper and tone of the particular socialist ideology. Revolu¬ 
tionary socialists particularly believe that the workers being 
the worst sufferers from the wrongs created by capita¬ 
lism it is they who should organise to fight the battle for 
socialism. In othci words, they manilain that the establish¬ 
ment of the new society can be achieved only by a violent 
uprising. They also hold the view that when the proletariat 
awakens to its historic duty and responsibility no power on 
earth can prevent it from achieving its objective. The weapon 
which they prescribe for bringing about this change is the 
same old weapon of strike. But while thinking of world 
revolution they naturally have in their mind a militant general 
strike by international working class rather than isolated 
actions by local trade unions. 

Othrr schools of socialists, however, hold that when 
strikes become frequent and general in chatacter capitalists, 
in the long run, would be compelled to accept more and more 
the demands put forward by the working classes. Mean¬ 
while, it is believed, the democratic process would be reaching 
its logical conclusion, when increasing popular pressure on the 
State would compel it to respect the working class opinions. 
And when governments come to this view they would not 
only be compelled to make the industrialists concede the 
demands of tne workers but they would also be led to nationa¬ 
lise one industry after another. Thus, three factors would 
be operating against the industrialists. First, on account 
of the increasing pressure exercised by the organised pro¬ 
letariat the margin of profit would be constantly and 
progressively falling. Second, in consequence ofthe desire of the 
democratic State to nationalise industry, capitalism would find 
the situation furthci difficult for itself. Third, on account ofthe 
natural tendency of the rate of profit to decline, with increase 
in the total quantity of capital in a country or in the world, 
capitalism would meet its own nemesis. But while these 
socialists believe that the logical culmination of all these factors 
would automatically bring about the abolition of capitalism, 
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the other school believes in its violent overthrow by organised, 
militan t working class. Communists generally belong to this 
latter school. 

Establishment of a socialist society, however, will not be 
the end of the story, for socialism is only die means to an end— 
the end being the maximisation of social welfare. After 
the capitalist form of production has given place to a socialist 
one, the machinery of production, distribution and exchange 
will have to be re-organised in such fashion as to redeem the 
promises held out by the socialists. The means which they 
suggest for such a consummation is Economic Planning. In 
the socialist society the planning authority would take the 
place of the private producers. The planning authority, 
reflecting the collective and democratic will of the people, 
would produce those goods which are most in demand. 

Prognss And Peace. When such an ideal society has been 
established, there would hardly be any question of exporting 
manufactured goods to other countries with a view to explo l- 
ing their peoples. As foreign trade would then be carried on 
through the agency of the State, only such things would be 
exported as have to be exported in order to make imports 
possible. There would be no occasion of exporting finance 
capital, because whatever capital is available in a country 
would be needed for the development of its own resources. 
Capitalists usually export such capital elsewhere in their desire 
to earn a higher margin of profit than they can earn at home. 
Bui when capital comes to belong to the State, the planning 
authority would insist on its investment inside thp country. 
Inter-national trade would then be carried on according to 
the true principles of comparative costs, and all countries would 
stand to gain from such trade. And when foreign trade is 
regulated and carried on on such rational lines, chances of 
international conflict, at least on economic grounds, would 
be greatly minimised. War then would only be an accident 
and not continue to be a logical sequence of the industrial 
nature of the world economy. 



CHAPTER LXm 

WHAT IS WELFARE 

Wheq we are conc erned w ith a scie nce which hfl* m 
object the study of the"Behaviour conan* \ye 
brought faccJo fees YOth. the., ultimate end oLall human 
endeavourJthe attainment ofha ppinesa or welfare. No science as 
such can undertake to analyse and probe into all the facets of 
this vast problem. Each art or science tries to examine only 
that facet of the huge surface that falls within its scope. 
Economics, as a science studies welfare as conditioned bjrtks 
scarcity of means at the disposal_of man. * 

Welfare is an abstract concent and like sd many other 
abstract concepts, it is very" difficult to define it in a precise 
manner. Wel fare is generally associated with such words as 
well-bting7Eappfness, contentedness, satisfaction etc. These 
words, of course, are not the same as welfare, nor do they 
mean the same thing. There are shades of difference which 
it is extremely difficult to lay down in words. But there is 
one fact about welfare which we can unequivocally state, 
without fear of misinterpreting the real impprt of the word; 
it is t hat welfare pertains to ‘good’ i.e., whatever the exact 
definition "of the concept, its general nature will be onebdong- 
ing to die domain of’good’. ‘Good’, also an abstract concept, 
deludes exact definition. We can just visualise what ‘good' 
is in our own minds; beyond that we can only say as George 
Moore, jays, ‘good is good’. It is a difficulty of this nature 
that we are faced* with when essaying on the task of defining 
welfare; and as in the case of ‘good' we can only form an 
idea in our mind as to what welfare is and when asked to 
describe that idea we can only say welfare is welfare or probably 
asTigou says - “Welfare is the same thing as good". 

A lack of proper definition of any concept is generally 
the cause of confusion in regard to its exact understanding. 
There are, as will be evident, many ways in which the essential 
nature of the concept may be defiled by the intrusion of foreign 
elements which do not belong to it; or it may be impoverished 
by the exclusion of some others which essentially belong to it 
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We cannot define want (in the sense of being analysed) as we 
cannot define welfare. We have therefore to be at pains to find out 
whatare the elements thatcompose a want. Wemay regard the 
existence of willingness to part with the means necessary for 
satisfaction as an intrinsic factor in the nature of want, or we may 
not. Similarly we may hold the capacity to satisfy a want as 
an essential pre-requisite to the existence of want or we may 
not We may actually do away with both these conditions 
and give to want a broad connotation. It is evident that 
these alternative ways of understanding the concept of want 
are widely different from each other. Therefore it is necessary 
in order to steer clear of all confusion to state unequivocally 
at to what is intrinsic to the concept and what is not. We 
have to be clear in a similar manner in regard to the under¬ 
standing of welfare: what is it then that constitutes welfare? 
We can answer this question thus; W elfare is constituted by 
states ofconiciousness, i. e., welfare is a psychic phenomenon, 
i nducting in iiselT a particular conTIilfan-tif the mind. It ne¬ 
cessarily follows that' nothing that cannol be defined as a 
state of consciousness will be included in welfare. Material 
thipgs^rmaterial conditions, thprcfoi c, are not to be regarded 
as induced"Iff “’Welf&fc. We cannot, for example, include 
in the estimation of welfare, a radio, as such, that is, as an 
object which is made up of so many particles of matter. 

Another thin g which is necessary for a clear understanding 
of welfare is that it can be brought inLo the category of greater 
or lesser. If there arc two states of welfare, belonging either 
to different periods of time or to different individuals or groups 
of individuals, we can by comparing them say that the welfare 
in this-ease & greater or less than the welfare in the other case. 
This type of comparison is consequently different from a 
quantitative measurement of the type where a piece of steel 
is said to be 5 pounds in weight Qr a building 20 feel in height. 
These measurements are considered exact, where very nearly 
the precise magnitude of a thing is measurable. In the case 
of welfare, we cannot have such a measurement, so that we 
are unable to say that welfare is equal to so many units of a 
standard. Wo can only make a relative computation of 
two states of welfare. 

Economic Welfare. We have, thus far understood welfare 
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in general. Our presen t study is not. concerned with general 
welfare but with economic welfa re Economi c wdfajC.is 
only a part of general welfare, What therefore we have said 
about the whole also holds good for the part. In other words, 
economic_welfar? jg a stale of auudousness and that 4 can be 
brought into the.c ateg o r y of greater or less. Pi gou defines ecn- 
nomic welfare thus Lit is welfare a risin g in connection with the 
earning ami , spending of the national dividend, or. i n ot her 
wdrds .of thos e jparts_of the community’s net income that enter 
easily into relation with the measuring rod of money. 

Welfare, as has been said before, is a state of consciousness. 
This state of consciousness is characterised by its sameness 
with what is good. It will therefore be different from any 
state of consciousness which does not have that characteristic. 
Now at any given timeihcitLate,numerous iSUK&JDpcrating, 
which have an influence upon our consciousness*. There 
arelome which result in producing welfare while there 
are others which do not. Among those which produce 
welfare, there is a vast and vareigated variety, with only one 
thing in common and that is the power to produce welfare. 
T herc is. ho weve n a ca tegory of cause? which we differen¬ 

tiate from the" others due to a peculiarity which is not shared 
by all viz., a connection with the earning and spending of 
the national dividend . The national dividend, as will be 
explained late?, consists of various types of services which are 
available for consumption, and which can be measured 
in terms of money. Now when these spruces, ras a tfrrfmgh 
the factory of our body tney produce a state of welfare. This 
welfare" ls f kn own a s economic welfare. It is only a part of 
total welfare, and can be produced by any cause which is 
connected with the national dividend. 

WemusLaUhis point make a further distinction. Not 
the whoK’of the welfare arising* out'of the operation of causSs 
connected with the national dividend is economic welfare. 
There are, as Prof. Figou states, certain good and bad qual¬ 
ities arising out of income-getting and income-spending which 
are not to be included in economic welfare. Two examples 
will explain die point. The income earned through un¬ 
fair 01 illegal means may not be conducive to as much welfare 
as the same amount of income honestly obtained, due to the 
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presence of a Yeeling of guilt in the sub-conscious. Or the 
smoking of a. particular brand of cigar might give a larger 
amount of welfare to a particular individual because of certain 
memories attached to it, than will the same brand of cigar 
rive to another individual with similar tastes and temperament. 
The difference between the two sets of parallel cases is due 
terthe bad and good qualities along side with the creation of 
economic welfare. T hese q ualities are respon sible for a cer¬ 
tain psychic return whieb is different from the psychic return 
we are concerned with in economic welfare. Thus it is evident 
that a part of the total psychic return only, when particular 
services pass through our body is to be regarded as creating 
economic welfare. This part is that which corresponds, though 
not entirely, to the term 'satisfaction’, as it is used in the 
science of Economics. It corresponds, to be more specific, to the 
satisfaction which is obtained from the removal of conscious 
and notunconscious wants. Satisfaction arises, we know, as a 
result of the removal of a conscious or unconscious want. 
If(continuing the example of the cigar) the want is fora cigar, 
then the satisfaction obtained will be due to the removal of 
the pain present on account of the desire for smoking a cigar. 
When the cigar is smoked this pain is replaced by pleasure 
and we say satisfaction has been obtained. The pleasure 
derived because of memories brought back is incidental (un¬ 
less it is definitely desired 1 from the beginning) and in that case 
there will be no conscious want for it and hence no satisfaction 
in the sense with which we are concerned here. Thus con¬ 
sidered economic welfare becomes only a part of total welfare. 

T his bei ng so, it is evident that changes in total welfare 
and economic welfare bear no rigid relationship with each 
other. A change in the total welfare may not mean a change 
in economic welfare also or a certain change in economic 
welfare may not result in an equivalent change in the total 
welfare. It is no t even necessary that total welfare should 
in crease wiST T'certain increase in economic welfare. It is 
likelyT. g. ,*~that tHeharin done' by the consumption of drugs 
may be completely outweighed by the momentary satisfaction 
obtained from their consumption. The obvious reason for 
this is tha£ ,tb®. specific cause operating at any tlfiR, while 
changing the economic weHate,jghtr affects non-edbnomic 
welfare ant ctaffgisf ft.” TTTt is' possible to isolate the effect 
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of the cause on economic welfare, then any 'addition to it, 
would be exactly reflected in the total welfare. But since 
this is not possible, the total welfare is not only augmented 
or reduced due to changes in economic welfare but also due 
to the simultaneous changes in non-economic welfare. 

The fact that the effect of a cause upon economic and non- 
econonuc~welfare is so intricately linked up brings us face to 
face with a my serious problem. It is, as a matter of fact, 
tantamount to saying that the study of economic wclfaredoes not 
serve any useful purpose, since it does not seem ascertainable as 
to what extent and in what manner changes in economic wel¬ 
fare will cause alterations in total welfare. For the stu dy pf 
economic welfare can become useful only when it can inform 
us definitely about its effect upon total welfare, because then 
alone can statesmen and economists introduce causes which 
will augment the total welfare. But, as the facts are, this seems 
well nigh impossible. A cause may be intr o duced w hich would 
increase the economic welfare of the community considerably, 
but* may not register any material gain in the total welfare. 
W hat p urpose fea.;wmilri the atrariiintmn. oLsucb_a. .cause 
serve. Tor ultimately we are concerned with total welfare, 
tfie overall happiness of man and not with a part of it. 

This, undoubtedly, is a very damagin g argument aga inst 
the stuftp of fdbno'mic wdfare as a usefiu and fruitful occupa¬ 
tion. But^. .there is one argument which justifies the Study 
oriconomic welfare. * It is beyond question that a change 
in the part may not change the whole by its full amount; as a 
matter of fact it may not change it at all. Yet this change 
in the part will have its full effect upon the whole. If the 
part changes, say, by a certain amount, though the whole 
may not change by the same amount, yet the impact of the 
change in the part will have its effect on the whole. In other 
words though we may not be able to tell what total welfare 
will be when a certain change takes place in economic wel¬ 
fare, we will be able to tell what total welfare would have been 
had there been no change, in economic welfare But even in 
accomplishing this in reality there will be no obstacles in 
the way. 

♦ 

Economic Causes And Non-Economic Welfare. I. Hie 
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first difficulty arises in connection with the effect thata specific 
cause in operation has upon non-economic welfare. Two 
causes influencing economic welfare may produce identical 
changes in it and therefore may lead us to conclude that the 
effect of both these causes will also affect the non-economic 
part of total welfare and this may not be identical in both 
cases. This latter is not merely a theoretical possibility but 
a very palpable reality which almost invariably occurs. In 
such circumstances the significance of the two causes in re¬ 
lation to total welfare will naturally be completely changed. 

Let us now examine how economic causes affect non¬ 
economic welfare. They affect it both directly and indirectly. 

Direct Effects of Economic Causes on non-ecbnomic Welfare. 
Welfare is a state of consciousness. This state of consciousness 
is not solely composed of satisfaction, but has with itself^ cog¬ 
nitions, emotions, and desires as well. Hence a cause affecting 
satisfaction will also have an effect upon these other elements, 
which lie side by side with satisfaction. An act of consump¬ 
tion which adds to our satisfaction does not go without effect 
upon our desires or emotions. When a person does not smoke, 
he has no want for a cigarette. But when he starts smok¬ 
ing and begins to derive satisfaction from it, his desire 
for cigarettes begins to be affected. The more he smokes, 
the intenser becomes in general his desire for cigarettes. Now 
this intensification of his desire may go to the extent where 
the number of cigarettes smoked causes physical harm to 
him. This latter would produce a new effect upon total 
welfare besides that produced on it due to an addition in eco¬ 
nomic welfare. This is an example that shows how desires arc 
affected by economic causes. Theeffectis, however, not limited 
only to desires, but spreads to the whole of a man’s personality. 
Itis a historical fact that the character of a people, the very life 
that they live, has been altered by economic surroundings. 
It is not an unusual statement that the moral and ethical 
qualities of a people are completely modified by the type of 
occupation they are engaged in. These qualitites will be 
different e. g., in a menial servant and an artist, in a mill 
worker and peasant. Not only this but such things as espirit 
dumps or fellow-feeling or patriotism may arise out of working 
together infactories. All these factors will not only alter the 
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amount of wealth produced but will have a significant effect 
upon the total welfare of the community. Tne existence of 
an antagonism between the workers and the employers, which 
arose due to the increase in the size of the factories and the 
introduction of large scale production, is another example 
of the effect of an economic cause upon non-economic 
welfare. 

Indited eff'et oj economic causes on non-economic welfare. 
Indirectly economic causes may influence non-economic wel¬ 
fare, through objective conditions other than those connected 
with the national dividend. There are two ways in which 
this may happen . 

(i) Services rendered by certain objects of natural beauty. 

(ii) Services rendered b) some people for which no pay¬ 
ment in money is made. 

An example ol the first case where economic causes affect 
the services rendered by objects of natural beauty, can be given 
from Lowellyn’s novel “How Green was My Valley,” where 
he very touchingly describes how the beauty of a valley is gra¬ 
dually destroyed by the accumulation of slag from the ad¬ 
joining coal mine. The blackening of the face of a factory town 
by the unending spiral of smoke and coal dust is another 
example of this type. A very true example of the second 
type u found when the women-folk of a particular community 
are forced out of jobs because of a fall in the demand of men’s 
labour and are confined to their work in their home. The 
unpaid services that they render are one of the most significant 
factors in any community’s welfare. 

Thus we have seen how economic causes direcly or indirectly 
influence non-economic welfare and thereby are a great obsta¬ 
cle in the way of estimating the effect of an economic cause 
upon total welfare. 

II. The second difficulty arises in connection with the 
assumption that satisfactions and dissatisfactions are meas¬ 
urable in terms of money. It is only through such an assumption 
that we can think in terms of the magnitude of economic wel- 
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fare, which is formed by satisfactions and dissatisfactions. Now 
satisfaction, is a state of consciousness and therefore cannot be 
directly related to any concrete standard or measure. We 
din, however^ have an idea of the magnitude of satisfaction 
through thr intensity of desire whose removal has produced 
the satisfaction. If the desire is very intense, then the satis¬ 
faction obtained must also be equally large while if the desire 
removed is insignificant, the satisfaction obtained must also 
be insignificant. We know that a particular cause may in¬ 
crease satisfaction by a certain amount but may not increase 
total welfare by the same amount, due to its simultaneous 
effect on non-economic welfare. The question now is, whe¬ 
ther it will be able to change the total welfare, by its full 
amount if it can be assumed that there is no effect on non¬ 
economic welfare or that this effect is neglible. The answei 
to this question will be in the affirmative, only when anothei 
condition is fulfilled, otherwise not, the condition being, that 
every desire of equal intensity must involve when satisfied an 
equivalent amount of‘good’. For unless this condition is fulfilled 
how are we to know what is the extent to which total welfare 
will change because the only measure for this is the intensity 
of desire, and if two desires of equal intensities can produce 
two different results, our measure for satisfactions becomes 
useless, at least as far as total welfare is concerned. There 
are two reasons why desires of equal intensities will not produce 
equivalent amount of ‘good’. 

(a) Suppose, that the object of a particular desire is 
such that it is conducive to some positive ‘good’, Also suppose 
that the intensity of the desire is directly proportionate to the 
‘good’ that is expected out of the satisfaction of the desire. In 
other words the greater the intensity of the desire, the greater 
the good expected out of its satisfaction. Now if the expected 
'good and the actual 'good' obtained from the satisfaction of 
a desire, are the same then the addition to total welfare, when 
two desires of equal intensities are satisfied will be the 
same. 

But in reality this very rarely happens. Our capacity 
for anticipating correctly matters in the future are so inade¬ 
quate, that in meat cases our expectations are belied by facts. 



What is wslvaas- 783 

This being so, any definite relationship between the intensity, 
of desire and total welfare is difficult to formulate. 

.(b) The above reasoning was based upon the assumption that 
the intensity of desire is proportionate to the ‘good' it is expec¬ 
ted to yield, and we proved that there is no fixed relationship 
between the expected ‘good 9 and the actual ‘good* obtained. 
Now we have to find whether there is any relationship of pro¬ 
portionality between the intensity of desire and tlie ‘good' 
expected. Experience proves that no such relationship exists 
in practice. Here again we are balked in our attempt to' 
establish some precise connection between changes in satis¬ 
faction and change in total welfare. Franz Bentano has made 
an observation to this effect which is worth noting. "The 
actual presence of love by no means testifies uncondition¬ 
ally to the worthiness of the object to be loved.It frequently 

happens that a person even while loving something confesses 
himself that it is unworthy of his love." The case of opium 
eating, where the ‘good* expected is not in proportion with 
the desire is quite in point here; as also the intensity of desire 
for higher wages, when it is expected to be spent on some low 
exciting pleasure- The above discussion hasmade it abundantly 
clear that any clear-cut and rigid relationship between economic 
welfare and total welfare is out of the question. In certain cases 
the divergence between the two might be very wide, in others 
it might be negligible. Should we then despair of the study 
o f econ omic welfare ? No, for inspit eof all this,there is room 
for a judgement of prob*abiiity. u TEaTis, unless it is 'definlidy 
known that the other effects of an economic cause arc working 
in the opposite direction, it can be presumed that the effect 
on economic welfare is probably equivalent in direction though 
not in magnitude to the effect on total welfare. Therefore, 
as Professor Edgeworth says, there is an "unverified pre¬ 
sumption" that the the effect of an economic cause On 
economic welfare will hold good also for the effect on total 
welfare. 

National Dividend. There are a few causes which' operate 
directly upon economic welfare. Jn general they operate 
through the magnitude of the national dividend, considered 
not only as an absolute quantity but also as a sum distributed 
between different persons or groups of persons and between 




FUNDAMENTALS ofr BCOtfOMlCS 


784 

different parts of time. Thus in general a particular cause 
whose effect on economic welfare we wish to investigate, will 
operate through any one of these three conditions of the na¬ 
tional dividend, viz., its absolute magnitude, its distribution 
between persons and its distribution in time. By studying 
the influence of the particular cause upon the national divi¬ 
dend and by establishing a general relationship between the 
national dividend and economic welfare, we can find out the 
impact of the said cause on economic welfare. But before 
we can accomplish this, we must first analyse more carefully 
the nature of the national dividend itself. 

Prof. Figou defines National Dividend thus:- 

“The ultimate elements of which the national dividend 
is composed consist of objective services, some of which 
are rendered through commodities while others are rendered 
directThe objective services rendered through commodities 
can be regarded as consisting of the sum of 'good’ that are 
available for consumption, while services rendered directly 
consist of such services as those of a physician or a lawyer. 
This latter type of service has been referred to by many authors 
as ‘services’ while those rendered through goods are referred 
to as ‘goods’. Hence the use of the phrase ‘goods and services’ 
in connection with the national dividend. 


When we refer to the national dividend as consisting of 
‘goods and services’ we often open ourselves to an obvious 
'risk. It is possible that in a computation of the magnitude 
<of the national dividend we might add up the services of the 
^same thing twice, first under the head of ‘good’ and subse¬ 
quently under the head of ‘services’. This is not a remote 
■(possibility but something which very commonly occurs unless 
(very car dully avoided. It is possible to enter into our addition 
'the services of the pie, as well as that of the cook, who made 
the pie. Actually one of the two should be brought into our 
Calculation. The services of the cook are valuable only in- 

I as much is they are capable of producing a pie and the pie 
is valuable or serviceable as long as it is in the shape in which 
the services of the cook have rendered it. The pie as pie 
actually is nothing but the services of the cook who made it. 
Thus if we count toe service of the pie and the cook both, we 



WHAT 18 WVUA1E 


m 

will be counting the same thing twice over and therefore will 
be guilty of the err dr of double-counting. Such a calculation 
will, therefore, naturally give us a very erroneous idea of the 
national dividend. On large-scale a similar error will 
occur if we count up separately the services of raw materials 
and the finished products and add them up. A similar mi«t^ 
would be made if we were to add up the services of a locomotive 
and the value of the shares of the company which produces 
that locomotive. The result will be far from a correct index 
of the national dividend. Thus when calculating the national 
dividend, such double-counting must be avoided. 

i 

To avoid double-counting, what is done is not to make 
a catalogue of all the services entering into the national divi¬ 
dend, thus producing an inventory of the national dividend, 
but to estimate the money value of all these services in such 
a manner as would avoid the risks of double-counting. The 
method followed for such an estimation is to find out the net 
output of an industry or a group of industries. The net output 
can be found, according to the Preliminary Report of the census 
of Production of Great Britain by “deducting the total cost of 
materials and the amount paid to other firms for work riven 
out from the value of the gross output for any one industry 
or group of industries....” This will give a figure which 
may for convenience be called the c net output* of the industry 
or the group of industries. This figure tells us by how much 
the value of the products of the industry or the group of indus¬ 
tries exceed the value of the raw materials purchased from 
outside. In other words this figure represents the value 'added 
to the raw materials in the course of manufacture. This sum 
also “constitutes for any industry the fund from which wages, 
salaries, rents, rates, taxes, depreciation and all other similar 
charges as well as profits have to be defrayed”. Such a form 
of counting avoids the possibility of duplication and very nearly 
a correct figure is obtainable for the national dividend of the 
country. If the net output of all the industries in the country 
along with the net products of the country’s capital invested 
abroad is added up we obtain a catalogue of the whole of the 
national dividend of the country expressed in terms of money. 
Thus it is due to this danger of duplication which is present 
in regarding the national dividend as the sunt of 'goods and 
services’ that makes Prof. Pigou and Prof. Fisher prefer the 

go PE 
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single terra Services' for it and thus avoid confusion. Prof. 
Pigou's grounds for doing so are purely practical and are not 
based on any differences on matters of principle. Prof. 
Fisher , however, differs on principle. We will here follow 
Prof. Pigou. 

Which services are to be included in the National Dividend? 
There are a large variety of services obtained by any nation 
or community. All of these services are, however, not in* 
eluded in the national dividend. Certain services though 
regarded as services are yet excluded from any estimation of 
national dividend. The criterion which Marshall emloyed 
and which Prof. Pigou has taken over for segregating the 
services, that are not to be included in national dividend from 
those which are to be included, is the measureability of the 
services in terms of money. As Pigou says, those services are 
to be included in the national dividend which can be brought 
into relation with the measuring rod of money. Such a crite¬ 
rion is not justifiable on theoretical grounds, because the 
characteristic of a service is not its measureability in any terms 
but its ability to benefit the people and add to the total welfare 
of the people. If a service fulfils this condition, it is a service 
whether it is measureable in terms of money or not, and should 
be included, on principle, in any estimation of the national 
dividend. Prof. Pigou admits of this argument and declares 
that his criterion, on principle, is not justifiable. The reason 
why he chooses the criterion at all is practical utility of it. If 
all services were to be regarded as inclusive in the national 
dividend then it would become well nigh impossible to calculate 
the total national dividend, for a part of it would not be mea- 
surable in terms of the only standard of measurement we 
have for value. Therefore, for tne sake of convenience we ought 
to consider this criterion employed by Marshall and then by Prof. 
Pi^ou as sufficiently justified. According to this criterion, in 
the national dividend are included all those services which 
can be bought by money income, along with such services 
as a man obtains from a house that belongs to and is inhabited 
by him. But those services which a man renders to his family 
or to his friends gratutiously are not included in the national 
dividend. Nor included in it are the services obtained by 
a person from his own personal goods (such as furniture and 
clothes) or public property such as toll-free bridges etc. It 
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ii thus that the national dividend will be considered in the 
pages that follow. 

Gross and Net National Dividend. From what we have 
said above it is dear that there are two groups of sendees among 
those included in the national dividend. The first group con¬ 
sists of those services which directly result in psychic income 
or satisfaction. The second group consists of services which 
are employed in the production of such instruments for ) ielding 
other services, as in tne future will be converted into psychic 
income. For example, the services of doctor or a barber 
immediately give satisfaction, whereas the services rendered 
by a technical labourer in manufacturing a machine will not 
result in any satisfaction unless this machine is employed 
for some purpose which results in direct satisfaction. The 
sum of all these services both of the first and second group 
put together Prof. Pigou calls the gross national dividend. The 
problem now is what part of this gross dividend should cons¬ 
titute the true net national dividend ? Are the services of the 
first type alone to be included in the national dividend, or the 
second type alone? Or a part of both the types? 

# 

Marshall's solution. Marshall in his definition tries to State 
what part of the gross national dividend according to him 
should be included in the true national dividend. 

“The labour and capital of the country acting on its 
resources, produce annually a certain net aggregate of commo¬ 
dities, material and immaterial, including services of all kinds. 
This is the true net annual income or revenue of the country 
or the national dividend.” Elsewhere he adds: “If we 
look chiefly at the income of a country, we must allow for 
the depreciation of the sources from which it is derived.” 
Thus Marshall's net national dividend is comprised of the gross 
national dividend minus that part of it which suffices to main¬ 
tain die capital of the country intact. In other words 
Marshall’s net annual nadonal dividend is not equal to the 
sum of services available for immediate consumption in a 
given period of time, say, a year. If during the year a certain 
amount of net savings are made by the people thereby creating 
new capital, the net national dividend would become greater 
than the sum of the sendees available for immediate consump- 
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tion in the year, becuase the dividend will include this capital, 
over and above all the other services. On the other hand if 
nothing is provided for depreciation of plant, i. e., no repairs 
and renewals arc made, then the net national dividend will 
be less than the sum of services available for immediate consump¬ 
tion; for out of this total the national dividend will Jiot in¬ 
clude that amount which should have been put by for repairs 
etc. Thus Marshall admits that the net national dividend 
may not be equal to the total amount of services available at 
any given time. As a matter of fact the dividend is likely to 
be either greater or less than this sum, depending upon 
circumstances. 

Prof. Fisher's solution . Prof. Fisher disagrees with 
Marshall on principle. According to him the net national 
dividend is formulated by those services alone which enter 
into consumption. In his analysis it is impossible to regard 
savings as forming a part of income. Marshall regards new 
capital as part of the net dividend, Fisher finds it impossible 
to regard new capital which is savings as a part of the net 
dividend, which is income. Savings according to him cannot 
under any circumstances be income. This is Fisher’s first 
criticism of Marshall in the light of his own analysis. 

His second criticism is that Marshall does not concern 
himself with what the net national dividend is, but with what 
it would be if the capital of the country was maintained intact. 
If the capital is not maintained then a part of the services 
available which satisfy all conditions of belonging to the 
national dividend will ne regarded as not belonging to it for 
the simple reason that they should have been employed for 
maintaining the capital of the country and that they have not 
thus been employed. Fisher’s idea on the other hand is that 
we are concerned with what is and not with what would have 
been. For it is the existing that has its influence on the econo¬ 
mic welfare of the people. 

These two viewpoints of Marshall and Fisher are very 
widely apart, both materially and analytically. The only 
occasion where they can become identical, and that too mate¬ 
rially,is when the resources of the country are so organised that 
a certain proportion of them exactly fulfils the requirements 
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of depredation and replacements. For otherwise, if that 
part of the total resources which is kept aside for depredation 
of capital falls short of the requirement by a certain amount 
then the national dividend will become less than the total sum 
of services available for consumption by an equivalent amount 
because it will not include witnin itself that part of the total 
resources which ought to be emp loyed for maintaining the 
capital of the country. Similarly if the proportion of the 
total resources reserved for depreciation is larger than what 
eventually is necessary, then the excessive amount will become 
savings and hence add to the national dividend by an 
equivalent amount. There will therefore be no equality 
between the national dividend and the sum of services available 
for consumption in dther of these cases. A situation where the 
amount reserved for depredation exactly equals the amount 
eventually required is very difficult to imagine in reality. 
For such a thing to occur under normal conditions and not as 
an aeddent, it will be necessary to foresee things exactly, and 
thereby provide exactly. In reality it is impossible for anyone 
to have a precise fore-knowledge of anything. Discrepandes 
will, therefore, naturally occur. 

In a slate of affairs where everything is at a standstill, 
however, no such discrepency is likdy to arise. Because 
under such a condition everything will be constant and sta¬ 
tionary, and consequently there will be no possibility of any 
ambiguity arising due to uncertain changes taking place in 
time; exact fore-knowledge of changes in the future will not be 
necessary. If, for example, the rate of depreciation is calcu¬ 
lated once and supposing it is found to be 10%, this rate of 
depredation will become constant for all time because every 
thing is stationary. Hence it would become possible always 
to allow for the exact amount of depreciation which will 
predsely cover the charges for depredation. There will 
of course be no possibility of anything becoming obsolete for 
by assumption there will be no progress. 

Unfortunately a stationary state is also an imaginary 
state, and we are concerned not with it but with reality, widen 
is dynamic and full of wily changes. Thus there also arises 
a difference between the maintenance of the plant, which 
is merely the maintenance of the physical efficiency of the plant 
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and the maintenance of capita 1 as a whole at the same level 
of efficiency. This is so because in a dynamic state there must 
be progress and progress will naturally entail certain develop¬ 
ments and improvements. These developments will render 
some machines and processes obsolete and out of date. Such 
obsolete machinery may be in a first class condition physically 
speaking, but cannot be regarded as intact for it has got no use. 
Similar will be the fate of the 'tnachinc which is employed 
in producing a type of commodity which suddenly goes out 
of fhshion because of a shift in the taste of the consumers. 
Thus it seems evident that according to the Marshallian ana¬ 
lysis there is very scant possibility of the net national dividend 
being equal to the sum of services available for immediate 
consumption. The criticism of Fisher that this treatment 
of national dividend is concerned with not what is, but what 
ought to be, therefore, holds good. 

Let us now examine Fisher’s theory and find out to 
what extent it will overcome the weakness in Marshall’s theory 
and provide a correct and workable solution to the problem 
of net national dividend. But before wc set ourselves on this 
task, let us be absolutely clear as to what is the essential pur¬ 
pose of studying national dividend and what is the aim which 
must be kept in view in any analysis which concerns itself 
with the problem of the national dividend. 

Our fundamental objective is the study of economic 
welfare. We are concerned with national dividend because 
causes which affect the economic welfare, rlo so, not directly 
but through the magnitude of the national dividend. Thus 
the study of national dividend should be undertaken with the 
explicit purpose of finding how and in what manner causes 
affecting the national dividend, will affect the economic wel¬ 
fare. Any study which will not bear out this fundamental 
objective is likely to be of not much use. 

Let us now resume the examination of Fisher’s theory, 
in the light of what we have said in the above paragraph. 
Suppose there is a cause in operation such as influences the 
national dividend, we have to find out what will be the effect 
of this cause on the national dividend say in the year 1950. 
Now according to the theory of Prof. Fisher the difference 
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made to the dividend fay the cause will not be confined to the 
year 1950, but will be extended to all the subsequent yean. 
For if the cause is such that it induces savings then since 
savings are not to be included in the national dividend, they 
will become income in the future and thus will have to be 
accounted for then. Accordingly the aggregate effect pro* 
duced by the cause cannot be reckoned in one year but has to 
be reckoned in a series of years. In the case of Marshall, 
die case is different. When we estimate the effect of the 
cause on the national dividend in 1950 we implicitly include 
in this the effect it will produce on consumption in the sub* 
sequent years also. Supposing a typewriter is produced in 
1950, according to Prof. Fisher, not the whole value of the 
typewriter but only the rental value of the services rendered 
by the typewriter are to be included in the dividend of 1950. 
This will be in accordance with his analysis in which only 
those services are to be reckoned, which are immediately 
available for consumption. Hence only those services of 
the typewriter will be reckoned which are available for use 
in the year 1950. These services will be measurable by the 
rental value of the typewriter for that year. This rental 
value will be reckoned every year subsequent to 1950 until 
the time the typewriter is capable of rendering any service. 
Thus the total affect of the manufacture of a typewriter is 
not to be reckoned in a year but in a series of yean. 

In the case of Manhall, however, the total capital value 
of the typewriter will be taken into consideration and tins 
includes the effect on consumption not only of 1950 but of 
subsequent yean as well. What Prof. Fisher measures there¬ 
fore is not the total effect of the cause but its immediate effect. 
We are, however, concerned not with the immediate effect 
but the total effect of a cause, specially because our main 
object is to relate national dividend with economic welfare. 
It is through total consumption of a commodity that its effect 
can be estimated on economic welfare. 

It is on these grounds then that Marshall’s plan is 
better than that of Prof. Fisher, though from the standpoint 
of dialectics his plan is inferior to Prof. Fisher and labours 
under many defects. We will, therefore, (fallow Marshall 
in our treatment of the subject. 
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National Dividend and Economic Welfare 

Understanding national dividend in the manner des¬ 
cribed above and also assuming that the national dividend is 
homogeneous, i.e., one continuous whole, we can proceed to 
examine more precisely what the effect of changes in national 
dividend will be on economic welfare of a nation or any commu¬ 
nity of people. It is important to regard the national divi¬ 
dend as homogeneous for otherwise the complication arising 
due to the real heterogeneous nature of the national divi¬ 
dend will be of so intricate a nature as would make any general 
statement very difficult. Therefore the treatment of the 
question will be undertaken in a very general way and the 
conclusions arrived at will also be general. 

Considered thus three propositions can be laid down 
as arising out of the relationship of the national dividend with 
economic welfare. 

I. If due to the operation of a cause there is an increase 
in the national dividend, other things remaining the same, 
there will also be an augmentation in the economic welfare. 
This augmentation will not be possible, if the result of the 
increase in the national dividend is a relative increase, as far 
as the particular group under consideration is concerned. 
If the absolute share of this dividend, represented in terms 
of goods which the group is chiefly accustomed to consume 
does not decrease then the result will be a definite augmenta¬ 
tion of the welfare. If there is an increase in the goods other 
than the ones the group is accustomed to consume then there 
will not be an increase in economic welfare inspite of the 
increase in the national dividend. For example if the supply 
of cars increases for a particular group of people who are not 
accustomed to use cars then though this will be an increase 
in the national dividend it will not entail an augmenation of 
the economic welfare of the group. But if on the other hand 
there is an increase in the production of, say, dhoties which 
are consumed regularly by the group under consideration 
there will be an augmentation of their economic welfare. 

Now the dividend can increase in two ways. It can 
increase due to the operation of causes from the side of either 
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demand or supply. The group of causes coming under the 
latter head are those which enable the goods to be produced 
a| a cheaper cost While the causes falling under the cate¬ 
gory of‘demand are those which make for an intensification 
of demand. 

A reduction in cost is generally obtained when some 
improvements are made in the technique of production. The 
result of such an improvement is usually an increase in pro¬ 
duction, unless it happens to coincide with a fall in demand. 
This increase in production will mean an augmentation in the 
national dividend; which in turn will result in an increased 
amount of satisfaction due to the quantitatively larger amount 
of services available for consumption. Similarly an enhance¬ 
ment in the desire for a thing will in the first place result 
in a greater amount of satisfaction derived from the same 
amount of consumption and in the second place it will lead to 
an increase in production in the infant industries, which in 
turn will themselves be a cause of or a further increase in the 
economic satisfaction obtained from consumption of the 
particular good concerned. Not only is there a possibility of 
a temporary increase in production due to the intensification 
of the demand but there is the possibility of a permanent 
up-grade movement in the level of national dividend, because 
of the inventions etc. that may follow in the wake of the 
enhanced interest in the consumption of a particular good. 
This permanent increase in the national dividend will then 
become a permanent enhancement in economic welfare. 
Similarly a temporary increase in the supply of a good 
may so stimulate the demand of that good that there may 
occur a permanent intensification of the demand for that good. 
This wiA be so, specially if the good concerned is such that its 
demand can be said to be in the infant stage. Again in the case 
of new things the use of which has not become popular enough, 
the same result will be obtained. Of this latter there will be 
an indirect effect too. Some desirable thing can be made 
popular, which will not only give more direct satisfaction, 
but will also produce indirect results that might enhance 
welfare, as, for example, the popularisation of savings banks 
among the poor. 

II. Economic welfare is likely to be increased, other 
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things remaining unaltered, if the distribution of the net 
national ili\idcnd becomes less unequal. This general pro¬ 
position is easily explained. Take a simplified case where; 
there arc only two persons, one rich the other poor, with 
similar temperament and tastes. Now a transference of 
income from the richer to the poorer will mean the satisfaction 
of a larger number of wants of the poorer person. A rich 
man is easily able to satisfy most of his intense wants, leaving 
only the weaker wants unsatisfied. On the other hand a poor 
man cannot even satisfy his intense wants. This will be 
borne out by the law of diminishing utility. According to this 
law the marginal utility of money to a rich man is much 
smaller than it is to the poor man. So that with the same 
amount of money at the margin a rich man will be able to 
derive much less satisfaction than a poor man. In other 
words if the income of a rich man was reduced say by Rs. 5/- 
the loss to him of utility will be much less than the gain in 
utility caused by a rise in the income of the poor by an equiva¬ 
lent amount. The reason is that the utility of Rs. 5/- at the 
margin to a rich man is less than it is to the poor man. Hence 
any transference of income bringing up the level of the income 
of the poor at the cost of the rich will produce a net addition 
to the utility gained by the rich and the poor put together. 
Thus in a society where such a transference takes place it will 
mean, a small loss to the rich but a big gain to the poor, 
with die result that the society as a whole will stand to benefit 
by an increase in total welfare. 

I 

There is, however, one provision in this connection which 
must be kept in mind. When a redistribution of the national 
dividend is made with a view to transfer some of it from the 
rich to the poor it must be remembered that the total magni¬ 
tude of the national dividend should not change. For if this 
changes then the economic welfare of the people will be affec¬ 
ted in the manner laid down in die first proposition. If, 
for example, the total national dividend decreases while the 
transference is being made, it is likely that the increase in 
economic welfare caused by this transference may be nulli¬ 
fied by the decline in the welfare caused by a decrease in the 
national dividend as a whole. Keeping this fact in view 
Prof. Pigou has laid down the proposition thus : “If a cause is 
introduced which makes for an increase in the absolute share 
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of relatively poor groups of persons (In terms of the commodi¬ 
ties which these groups are accustomed to chiefly consume), 
provided that the magnitude of the aggregate national divi¬ 
dend (in terms of commodities in general) does not decrease, 
economic welfare is likely to be augmented.’* 

' We have made an assumption in laying down this pro¬ 
position, viz., similarity in the temperament of the people we are 
concerned with. When explained, this assumption means 
that the people of various classes should have the same capacity 
for enjoyment and for obtaining satisfaction from the consump¬ 
tion of commodities in general. An example shall explain 
the case. If more money is given to a poor man, he can if he 
likes to, buy a dhotie of a superior quality, the like of which he 
is not accustomed to. Supposing he is so constituted that 
it is impossible for him to derive any extra enjoyment from 
this superior quality of cloth; will this extra amount of money 
then spent on a superior quality of dhotie add to his economic 
welfare. Obviously not. The satisfaction obtained by 
him will be equal to that obtained by the consumption of an 
inferior quality of dhotie to which he is accustomed and the 
extra amount of money spent for the superior quality will be 
of no account. This kind of argument was very commonly 
put forward by nations of more advanced culture a few decades 
back in regard to people who were considered backward. 
It was alleged that these backward people were not capable 
of appreciating a standard of living higher than the one they 
were used to, and therefore it was a waste of effort to provide 
for any facilities that would help in increasing their standard 
of living and thereby help in augmenting their welfare. Such 
arguments are very rarely heard now. There is no doubt 
that some people cut-off from modern civilisation may not 
be able to appreciate immediately the amenities provided by 
it. But this, however, is not reason enough to believe that 
they will never be able to appreciate these things. With 
time and education they can as easily get used to these things 
as any of the other more fortunate people. Thus the assump¬ 
tion of similarity in temperament and taste is a theoretical 
assumption which in practice does not change our conclusions 
very much. 

An objection is sometimes made against a proposition 
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of this kind on other grounds. It is stated that an increase in 
the wages of work people is not likely to augment their eco¬ 
nomic welfare, because it is dissipated in worthless forms of 
exciting pleasures. The increase m the use of harmful intoxi¬ 
cants under such circumstances is not an unusual thing among 
the workpeople. But this objection too is not valid. Be¬ 
cause such a behaviour in the working classes will be seen 
only if the rise in wages is sudden and temporary. If this 
increased income subsists for any length of time, it will gradu¬ 
ally be employed for more useful purposes and will then 
augment the economic welfare of the people. Even the 
danger of initial waste can be prevented if the rise in wages 
takes place gradually, and not unexpectedly. Only sudden 
jumps in income lend themselves to bursts of wasteful ex¬ 
penditure. It has been maintained by many an authority 
that security of employment and higher wages are always 
conducive to respectability and character. It has also been 
observed that these two conditions are inversely related to 
the drink bill. 

Another objection generally put forward in this connec¬ 
tion is that an increase in welfare generally stimulates the 
birthrate among the working classes. The objection is the 
survival of the old ‘iron law of wages’, according to which an 
increase in the number of the workers always tends to keep 
the income of the workers at the subsistence level. This 
line of argument need not detain us long, for it has long been 
refuted by the evidence of facts based on statistics collected 
for the workers whose wages have been increased. It has 
been found that an increase in wages, through education, 
general broadening of outlook and refinement of character 
and feeling towards the children makes for smaller families. 

III. If a cause is introduced which by its operation 
diminishes the variability or inequality, in time, of the dividend 
and specially that part of it which accrues to poorer classes, 
then, in general, the economic welfare of the community 
will tend to be augmented. Under conditions as exist in 
real life nothing is stationary, everything is in a state of cons¬ 
tant changtf. The world is not static out dynamic. There 
is, therefore no doubt that the dividend will also be subject 
to this changeability. Our proposition states that lesser the 
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changeability of the dividend specially in the case of the 
poor greater will be the economic welfare enjoyed' by the 
community as a whole. The effect of this variability is regis¬ 
tered on the economic welfare of the poor people to a greater 
extent and therefore a cause which tends to reduce this 
variability in the case of the poor is likely to produce a net 
gain as lar as the whole community is concerned. 

In order to substantiate our point we will put forward 
an abstract proof as well as a proof taken from experience in 
everyday life. On theoretical grounds the proof can be thus 
stated. According to the law of diminishing utility, as the 
stock of money held by any individual increases the utility 
of the marginal unit of money goes on diminishing to him. 
Moreover, not only does the marginal utility diminish but it 
diminishes at a diminishing rate. This latter is consequent 
upon the convexity of the utility curve to the origin. Now 
if this is so it is evident that when a small stock of money is 
held as in the case of the poor, the rate at which marginal 
utility changes will be much greater than the rate of change 
when the stock of money held is larger and the extent of change 
in it is the same. An example will serve to explain the point. 
Supposing there are two persons A and B, the former being 
relatively richer. Supposing their relative incomes are Rs. 
500/- and Rs. 50/- respectively. If now there is a change to 
the tune of Rs. 10/- in the income of both, the difference in 
terms of utility will be much greater in the case of B than 
in the case of A. If there is a fall in the income of both it 
will mean a loss of utility and welfare to both but the loss to the 
poorer person will be much greater, because the utility curve 
of the poor man at the margin is much steeper than the utility 
curve of the rich man at the margin. Each unit of money 
represents a larger sum of utility to a poor man than, to a 
richman at the margin. This can be illustrated by a diagram: 
In the following diagram supposing '[T is the utility curve. 
Along the ‘X’ axis is measured the income and on the T’ 
axis the utility. Now when the income of a man is Rs. 5/- 
and is increased by say three rupees, the change in terms of 
utility will be represented by ‘PO\ A similar increase of 
income by Re. 3/- in the case of a man with an income 
of Rs. 20/- will result in an increase in utility to the extent 
o(AB. From the diagram it is evident that the change produ- 
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ced by an alteration in income of the same amount is much 
greater in the case of the poor than in the case of the rich. 
As long as the utility curve remains convex to the origin, this 
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will be the unequivocal result. It is possible therefore to 
increase the welfare of the whole community by decreasing 
the variability in the case of the poor even at the cost of increa¬ 
sing the variability in the case of the rich. Thus a cause 
introducing such a change in the relative variability in the 
income of the two classes will bring about an increase in 
the welfare of the community as a whole. 

From experience we draw the following proofs: 

1. A variation in income not only involves the loss 
of present satisfaction but entails consequences injurious 
to welfare in future. Furthermore these consequences are 
more injurious when they attach to the poor persons. The 
effect is likely to be both on physical and moral plane. On the 
physical plane the lack of means which variability in income 
will necessarily involve from time to time will undermine 
the strength of the workers, specially of the younger ones. 
This lack of means may also result in a permanent weakening 
of the moral fibre of the people. Experience has over and 
over again shown this to be true. Statistics regarding the 
Poor Law in England have borne ample proof of this. 

2. Variability in the consumption of the poor brings 
about, in various degrees, a variability in employment. Fluc¬ 
tuation in the consumption of the poor is reflected in the 
amount of their demand for commodities which they habi- 
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tually consume; which in its turn is reflected on the quantity 
of production of those commodities. A fluctuation in the 
quantity of production naturally results in a variability in 
employment, in the sense that there are periods of full 
employment and period of idleness for some. That this 
variability in employment is a social evil is very easily perceived. 
This enforced idleness is the cause of much economic and 
general inefficiency. It has been generally found that drunken* 
ness increases during a period of slack employment. The 
effect of such idleness has been very well surmised .by the 
Royal Commissions on the Poor Law: “The enforced idleness 
on completion of a job naturally throws the men upon their 
own resources, which is, in nine cases out of ten, the nearest 
public-house. The frequent change from strenuous hard* 
work to absolute indolence to men of this character naturally 
tends to gradual moral and physical degeneration and 
ultimately the individuals become unfit for work, even when 
opportunity offers”. 

3. Both these facts put together, i.e., variability of 
consumption and variability of employment, bring about 
in the minds of the workers a strong sense of insecurity and 
uncertainty. Prof. Leroy-Beaulieu’s remark in this connec¬ 
tion in his book “Repartition des rirhesses” is very true, and 
worthy of deep consideration: “It is not the insufficiency 
of pay which constitutes in general and apart from excep¬ 
tional cases, the social evils of to-day but the precariousness 
of employment.’ 

Measurement of the National Dividend 

Thus far we have assumed that the national dividend 
is a definite and unambiguous quantity. When we laid down 
the proposition it was taken lor granted that the increases 
or decreases in the national dividend were definite move¬ 
ments in one or the other direction. In fttrt we have consi¬ 
dered the increases and decreases in the national dividend 
as we would consider increases in the supply of rommodity. 
But in reality this is not so. The national dividend is not 
one single whole, like say rice or cement in regard to which we 
can precisely shape that so much of it is distributed among 
so many people m such and such a proportion. National 
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Dividend is received by a community in small driblets of a 
large number of things and not one single chunk of some one 
thing. Even so, if these small units of different things had 
any basic relationship between themselves, then they could 
be bundled together and taken as a homogeneous entity but 
in reality these small quantities of various things are indepen¬ 
dent of each other and they vary also independently. This 
fact makes it very difficult to devise a standard which will 
measure changes in the national dividend. At best, what 
can be done is to choose a standard arbitrarily with a view to 
the purpose in hand. The problem therefore is to find out 
some means of measuring changes in the national dividend, 
which is heterogeneous and not homogeneous as we assumed 
when laying down the three propositions. 

The amount of services available to any individual 
or a community at any time depends on two factors : Firstly, 
the money income available as the purchasing power in hand; 
and secondly the price level of the commodities which the 
group or community concerned is accustomed to consume. 
The amount of service which the individual or the group 
will be able to command will be large if the money income 
is large and it will be small if the money income is small. 
An individual with an income of Rs. 20/- a month will not 
be able to command so many services as another individual 
with an income of Rs. 100/-. So that when there is a change 
in money-income of an individual, the national dividend 
accruing to him will also change in the same direction, if 
the price-level of the commodities consumed by that indivi¬ 
dual remains the same. In other words the national dividend 
varies in the same direction as the money income. If the 
money income increases, the national dividend accruing to 
the group also increases and vice versa. 

The case is different with prices. If the price level is 
high and the income remains constant, the amount of services, 
available to an individual or a group, will be smaller than 
if the price level was low. So that if the prices of those commo¬ 
dities which enter into the consumption of the group of people 
we are concerned with, rise, then the share of national divi¬ 
dend received by this group will diminish. If, on the other 
hand, die price level falls, they will have a larger share of the 
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dividend. Thus while the national dividend moves in the yarn * 
direction as the money income, it moves in die opposite direc¬ 
tion as the price level. Changes in the national dividend, 
therefore, will depend upon changes in these two factors, 
money income and price level. If in a particular situation 
we take the proportional changes and not the absolute changes 
in these three quantities we will be able to establish a 
definite relationship between them. The total effect produced 
upon the national dividend due to changes in money-income 
and price level could be represented by the follow ing 
equation: 

Prop, change in money-inco me _ Prop, change in the absolute 
Prop, changes in the prices share of national dividend. 

If we assume, for the sake of simplicity, that money- 
income remains constant then the proportionate changes in 
the national dividend will be equal to the reciprocal of the 
proportionate change in prices, i.e., 

_1__Prop. change in the absolute share of 

Prop, change in prices national dividend. 

Now if we can find out a measure for the changes in 
prices, as between various periods of time or various places, 
we will be able to measure the proportionate changes in the 
absolute share of the national dividend as accruing either 
between various periods of time or various places. The 
method we can adopt for finding proportionate changes in 
price-levels immediately brings us face to face with the diffi¬ 
cult problem of the construction of index numbers. 
Index numbers properly constructed will tell us the extent 
of variation in the price level, between two periods of time. 
We will thus be able to find the proportionate change in prices 
through the help of the index numbers. As we have said, by 
reciprocating this we will be able to obtain a measure for the 
changes in the national dividend. This measure of the 
national dividend will hold good only under certain assump¬ 
tions. Briefly these assumptions are: 

(1) Money-income of the group, where share of the na¬ 
tional dividend is to be calculated, remains constant. 

51 re 
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(2) The tastes and temperament of the groups remain 
constant. 

(3) No new commodities are introduced in the list of the 
commodities chiefly consumed by the group. 

(4) The proportion in which the various commodities 
are consumed also remains the same. 

Under these conditioning circumstances our measure will 
be able to give us a means of estimating the changes in the 
national dividend It might be pointed out, however, that 
such a way of measuring the national dividend will not be 
very accurate. It will only give us an approximately correct 
result. 


The Biological Aspect of Problem of 
National Dividend 

The biologists contend very often that the enquiries 
we undertake under the science of Economies are futile and 
misdirected. The changes that we seek to bring about in the 
environment of man, with a view to make available for him 
a larger reservoir to draw his satisfaction from, are of tempo¬ 
rary and transient character. These environmental changes, 
according to them, have no power inherent in them to transmit 
themselves from one generation to another. The basis for 
their contention is the biological fact that acquired character¬ 
istics are not inheritable. The germ-cell which is responsible 
for procreation is not related to the body in which it is lodged 
but is related to the sericS of germ-cells which have gone 
before it. Thus whatever be the characteristics of the bod> 
to which this germ-cell belongs it will only recreate charactei - 
istics belonging to the previous germ substance. The body 
is merely an onshoot, so that if the child is like the father, 
it is not because it is produced from the father, but because 
both are produced from the same germ-plasm. This being 
so, the biologists say that economists do not cause any improve¬ 
ment in welfare of mankind from a long-period point of view. 
What they achieve are changes in distribution of wealth, in¬ 
crement or steadiness of the national > dividend and these 
improvements are purely environmental in character. These 
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environmental changes affect the people living in those con* 
ditions, but they have no, effect on their onspring. Pro¬ 
fessor Punnett crystallises the view, when he says, that things 
like hygiene, education etc., are but “fleeting palliatives at 
best, which on postponing, but augment the difficulties they 

profess to solve.Permanent progress is a question 

of breeding rather than of pedagogies, a matter of gametes, 
not of taining”. 1 Again he states in the same book— 
“Education is to man what manure is to the pea. The edu¬ 
cated are in themselves the better for it, but then experience 
will alter not one jot the irrevocable nature of then offspring”. 
Or as Professor Eichholz puts it, “neglect, poverty and paren¬ 
tal ignorance, serious as their results are, (do not) possess any 
marked hereditary effect”. 1 

We will examine the conclusions arrived at by the biolo¬ 
gists from two points of view. 

(1) from the biological point of view 

ana 

(2) from the point of view of sociology. 

In the first instance we must state that it is not an 
established fact even in Biology that acquired characteristics 
are not inheritable. The view that they are so is questioned 
by many eminent biologists. Thus any contention based 
on such a questionable ground must also be questionable. 
Further even if we do admit that acquired characteristics 
are not inheritable, we can object to the sociological conclu¬ 
sion drawn from it. To the assertion that environmental 
changes do not affect the inborn quality of the succeeding 
generations and therefore the environmental changes are 
useless, we can say that environmental changes have a lasting 
influence inasmuch as they can affect the environment of 
the future generations. Environment produces ideas and 
these ideas when accepted by a generation remodel the environ¬ 
ment of the future generation. Thus changes in environment 
produce results which are enduring. As Professor Marshall 


1 Professor Punnett—“Mendelum" 

1 Eichholz—“Evidence to the Committee on Physical 
Deterioration” —Report, 
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well observes—“Any 'change that awards to the workers of 
one generation better earnings together with better oppor¬ 
tunities of developing their best qualities, will increase the 
material and moral advantages which they have the power 
to offer to their children, while by increasing their own in¬ 
telligence, wisdom and fore-thought, such a change will also, 
to some extent, increase their willingness to sacrifice their 
own pleasure for the well-being of their children.” And 
these children rendered stronger and more intelligent will 
provide a better environment when they grow up. The 
effect goes on piling up. Changes in environment start forces 
which continuously and cumulatively change succeeding 
environments. The statement of the biologists is therefore 
too sweeping and belittles the importance of acquired charac¬ 
teristics and the causes that affect them too much in preference 
to the inborn qualities. Both are equally important and must 
be considered as coordinates of each other. 

The other criticism of the biologists bears upon the 
popositions laid down by us in regard to the relation of the 
changes in national dividend and economic welfare. Their 
criticism is specially against the first two propositions i.e. those 
concerning the increase of national dividend and its redistri¬ 
bution in a manner which increases the share of the pooi. 
They state that any efforts resulting in increase of national 
dividend will interfere in the processes of natural selection and 
will enable feeble and weak children to survive, which will 
act as a cumulative influence in weakening the nation as a 
whole. Similarly any redistribution of national dividend 
in favour of the poor will be tantamount to giving a lease to 
the inferior stock and will result in the same weakening of the 
whole nation. Thus the propositions laid down by us fo> 
the increment of economic welfare and through it of welfare 
generally seem to be of doubtful efficacy, when looked at from 
this point of view. 

There is no doubt that a softening of the environment 
does give a chance to the weak children to survive and that 
this may be the cause of the deterioration of the strength of a 
nation. But the importance given to this possibility is 
too much out of proportion to the truth it possesses. There 
are two reasons for this: 
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(1) The weak children who survive, if their weakness is 
not hereditary but only accidental, will produce 
children who have equal chance of being strong as any 
other children. 

(2) Increase in wealth not only makes for the survival of 
the unfit, it is also responsible for avoiding the possi¬ 
bility of the weakening of the fit. If proper means 
for supporting life were not available it is likely that 
those who are bom fit may grow up to be weak. 
Wealth tries to avoid such an occurrence. The total 
effect of this twofold action is likely to be more bene¬ 
ficial than harmful. 

In regard to the redistribution of national dividend in 
favour of the poor and the consequent effect on the strength 
and efficiency of the nation, it has to be remembered that 
there is no certain correlation between poverty and inborn 
inefficiency. Inefficiency is as much the result of bad environ¬ 
ment as it is of bad inherited qualities. Therefore the danger 
hinted at, that a chance given to the poor to propagate more 
will result in a weakening of the nation is exaggerated and 
does not tell the whole truth. But even if this were true that 
there is some sort of correlation between poverty and ineffi¬ 
ciency, it is not true that a betterment of the lot of the poor 
will necessarily lead to an increment in their reproduction 
with the result that the proportion of children from poor would 
increase greatly, in comparison to those from superior stock. 
It has been proved by experiments carried out by many that 
a betterment in the environmental conditions of the poor 
does not result in unbridled reproduction, but is the cause of 
a deterioration in die rate of reproduction. Thus a redistri¬ 
bution of income in their favour will decrease their number 
rather than increase them. 

We can now conclude that none of the criticisms made 
by the biologists against the usefulness of our conclusions 
holds good. Our propositions, therefore, stand as they are 
propounded. 



CHAPTER LXIV 

ECONOMIC PLANNING* 

What is Economic Planning 

In general. Economic planning is the rational control 
of the economic forces for the attainment of a well-defined 
objective within a given interval of time. It means the 
arrangement of the economic resources which are scarce in 
relation to the demands for their alternative uses in such 
a way that the satisfaction yielded by them is maintained 
at a maximum level. Economic planning involves, that 
is to say, the element of choice between the scarce means 
of achieving a pre-determined end. It is a carefully thought- 
out, correlated, purposive policy. 

Broadly speaking the control over the economic resources 
felling within their scope may be exercised by individuals, 
business firms, industries or the state. But it is apparent 
that the range of the control in the case of the first three will 
be narrowly limited, whereas in the case of the state the con¬ 
trol may extend over the whole of the productive resources 
of the country. The terms that are used for the puiposive 
arrangement of the factors of production which the former 
command are ‘business management’ and ‘rationalisation’. 
What is called economic planning refers, really speaking, to 
planning by the state. 

Of course, the state may uhdertake to control the econo¬ 
mic forces of a section of the whole economy or of a region of 
that economy or of the whole economy. This makes no differ¬ 
ence at all. So long as the control is carefully thought out, 
is correlated and purposive it connotes economic planning. 

In particular. But it must be clearly understood that 
economic planning to be effective must be of the economy as 

• Barbara Wootton— Plan or No Plan ; Ferdynand Zweig— 73b Planning 
of Free Sod* tits', Claude David Baldwin— Economic Planning'. Itt Aims and 
Implications',]. R. Bellerby— Eeommie Reconstruction; Fabian Society Publica¬ 
tions— Cm Planning bt Democratic; Sir Hubert Henderson— Tkt Uses and 
Abuts of Emmie Pluming (The Bede Lecture—1947). 
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a whole and not within the economy, for the different sections 
or regions are the parts of one whole and cannot be segre¬ 
gated and planned without the whole economy being planned. 

It is in this sense that economic planning is understood 
here—central planning of the whole economy. 

Economic planning thus comprises the following essential 
elements. (1) It means the positing of a purpose, an end. 
(2) It means the positing of that purpose to be achieved within 
a definite time limit. (3) It means the rational arrangement 
of the economic resources for the achievement of the end. 
(4) It means the control of the productive resources subject 
to the plan. (5) It means the state control of the resources 
in place of decisions of individuals. 

Types qf Economic Planning. Economic planning is mainly 
of three types: (1) communist economic planinng; (2) fas¬ 
cist economic planning, and (3) capitalist economic planning. 
The first and the second are the same in all respects except 
two. These are: (a) In the former all the material instru¬ 
ments of production are nationalised and directly controlled 
by the state. In the latter ownership of them rests with pri¬ 
vate individuals, but their use is directed by the state. (5) 
The purpose of the former is to promote the interests of 
the people as a whole, particularly of the masses who are 
down-trodden. It is planning for the increase of general 
social welfare. The object of the latter is to further the inter¬ 
ests of a minority party—the militarists. It is planning for 
power politics, for war and not for economic wellbeing. 

The stock example of the first is the communist planned 
economy of U. S. S. R. and of the second the fascist planning 
in Italy and the Nazi planning in Germany. 

As these two types are similar in their working, they will 
be discussed under one heading— 'econoihic planning.* 

* 

As to capitalist economic planning, it will be treated 
under an appropriate heading. Its nature, operation and 
scope will be pointed out there. Its examples are the New 
Deal of U. S. A. and War planning in Britain and U. S, A. 
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Why Economic Planning. The idea of economic planning 
is as old as the fourth century B. C., but the practice of eco¬ 
nomic planning dates from about 1918, particularly from 1928 
when the first Russian Five-Year Plan was launched. 

Since the last World War II economic p lanning has be¬ 
come the Order of the day. It is regarded as the solvent of 
all economic difficulties, the panacea for all economic ills. It 
is advocated by the socialists or communists, nationalists or 
militarists, technocrats, industrialists, labourites, economists 
and politicians not only in backward countries, but also in 
advanced countries, even individualism-ridden countries. 

The reasons for this enthusiasm are the following: 

1. The disappointment felt with the capitalist system 
because of its shortcomings, which may be noted here in 
brief. They are: 

(i) The system has resulted in awful inequalities. It 
has helped produce a vast amount of wealth but it has 
failed to distribute it equitably. A major portion of it goes 
to the masters and a very small share falls to the lot of the 
men. This means inequality which lias become highly 
accentuated in our times. 

(it) Then the system has proved inefficient. It is 
motivated by profit only. Unless there is expectation of 
profit from an undertaking, it will not be started. The 
consequence is that a large amount of resources both mate¬ 
rial and human, remains unemployed when its employment 
may not prove profitable to private enterprisers. There 
is thus a great wastage of these resources. 

(ft's) As a consequence of (i) inequalities of income and 
(ii) profit motivation, the system makes for 'rationing 
by the purse’. It is misdirected towards the supply of the 
fleeting and unessential effective demand of the well-to-do 
while the basic and the urgent needs of the others remain 
unattended to. Thus it leads to diseconomies of consumption. 

(ip) Then the system is subject to periodical 
holdups. As it produces on a large scale, for distant mar¬ 
kets and its various enterprises work independently of one 
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another and in ignorance of what each one of them is doing 
it plunges into over-production at more or less regular in¬ 
tervals of time. This over-production means an economic 
crisis.' Goods are there in huge quantities, the people want 
them in vast numbers, but they are not sold and bought 
because the prices that rule are not remunerative to the 
producers and merchants. The whole machinery of produc¬ 
tion, exchange and distribution comes to a standstill. There 
is great unemployment and, consequently, distress. The 
system is thus unstable. 

2. The second reason is the hope held out by the plan¬ 
ned economy of not only doing away with these defects 
of the free enterprise system but also of going better 
than it. Although no final judgement can yet be passed 
on the working of the planned economy where it has been 
introduced and on the results that have accrued therefrom yet 
there is no doubt that during the short period it has been 
at work, it has helped improve the economic situation very 
much. A few years back, both in fascist countries like Ger¬ 
many, Italy and Japan and in communist countries like 
Russia, its introduction brought about a tremendous in¬ 
crease in output in all sections of the economy, a vast 
improvement in employment if not the total abolition of un¬ 
employment and a wholesome reduction of inequalities, 
diseconomies, this particularly in the U. S. S. R. It is said 
that but for her planned economy Russia would not have 
come out successful in the last World War It. 

• 3. A third reason, which, in a way, is allied with the 
second, is the success that the planned technique of produc¬ 
tion and distribution met in countries directly or indirectly 
belligerent, in which it had to be resorted to. This was 
especially the case in the countries of the West and in the 
U. S. A. In these countries their economies came to be 
practically planned for production to meet the maximum 
needs of the fighting forces and the minimum needs of the 
civil population. Production programmes were formulated* 
the available resources were requisitioned and allocated 
between the various programmes as best as possible through 
private or state agencies and the authorities after supplying 
the requirements of the war, catered to the needs of the 
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civilians by a system of rationing. These controls enabled 
the countries to tide over the situation very satisfactorily. 
This has led to increased faith in a planned economy. So, 
it is argued, that if regimented economy can lead to efficiency 
in war, why cannot it conduce to prosperity in peace? 

What for Economic Planning? Economic planning has been 
defined above as the organisation and use of the scarce 
economic resources in such a way that the objective which 
is considered desirable is achieved. Economic planning is a 
means to an end, not an end in itself. What is the end that 
is sought to be gained by a planned economy? 

The end may be economic or non-economic in charac¬ 
ter. It might be partly economic, partly political and partly 
social. Generally speaking the ends that have been pursued 
by planned economies of the last twenty years or so have 
been of a mixed type. They have been the following:— 

1 . Defence and power politics. Defence has been 
the aim in peace-loving countries and power politics—the 
desire to dominate other countries—in aggressive states. 

2. Self-sufficiency and development of backward areas. 
Self-sufficiency which has been the professed objective of 
some countries has been, not unoften, a part of power po¬ 
litics programme. Development of backward or undeveloped 
regions has been the goal in order to bring those regions 
into line with the advanced regions as well as to meet de¬ 
mand for more food and raw materials especially in agrarian 
countries, or to tide over emergencies like depressions. They 
have sometimes constituted autonomous objectives for raising 
the material and cultural standards of the people of those 
regions—in particular of the fhrmers and the workers. 

3. Full employment. Full employment means two 
things. (1) For the community, as a whole, it means the 
attainment of a due balance between work and leisure—a 
balance such that the fruits of the work combined with the 
leisure yield maximum total satisfaction. (2) For each 
individual it means a guaranteed right to a just share in the 
work, so long as income depends upon work, and to a just 
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share in the leisure. In ordinary usage, it signifies that 
work awaits every one who applies for it, whatever his 
status. Implicit in this is the assumption that the work 
that awaits is beneficial. 

The same objective may be expressed as planning to 
raise the general standard of living. 

Full employment has been the aim of all planned econo¬ 
mies not so much to increase the national wealth as to se* 
cure a ‘psychic income’ to man, the income bong the non¬ 
economic satisfaction those feel who have work to do and 
die self-esteem they imbibe as being useful members of society. 

4. Economic security. This is also another version 
of full employment at fair wages—wages sufficient to support 
family life at a traditional standard atleast. Economic security 
cannot be felt unless employment is assured to each indivi¬ 
dual who wants it and in a planned economy each must needs 
want it—at a fair wage. 

If the planned economy is of the capitalist or fascist 
variety, economic security will mean the securing of the fol¬ 
lowing conditions: 

1 . full employment 

2 . fair wages 

3. fair profits 

and therefore fair prices, rentyrates of interest, etc. 

5. Social equality. This objAtive which is of a non¬ 
economic nature has its origin in two sentiments: (a) one is 
the resentment at the great inequalities that are the order 
of the day because of the ostentation of the rich. They 
lead to the waste of national resources which they perpetrate 
when the trifling wants of the millionaires are satisfied and 
the urgent needs of the poor—their necessities—are not 
cared for and the undemocratic tone they impart to society, 
(b) The other is the sense of justice. Due to realisation of 
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the inequitous character of the competitive system, the spread 
of education, the awakening of the masses and socialist 
propaganda, a sense of fair play and justice is forcing itself 
upon the masters—the 'haves’ and a system in which social 
equality would prevail is becoming the ideal to be aimed 
at. Absolute equality is neither desired nor feasible. 
Hence the society which is attempted to be brought about 
is one in which only such inequalities are to be permitted 
as will be justifiable on grounds of differences in ability. 
In Russia the slogan ‘from every one according to his ability, 
to every one according to his need’ has been substituted 
by ‘from every one according to his ability, to every one 
according to his work’. 

6 . Post-war reconstruction and reconstruction for peace. 
This is the objective in those countries which were affected 
by World War II. In them the war upset their economy and 
destroyed a vast amount of wealth. They are facing the pro¬ 
blems arising out of this and are planning to solve them. 
The immediate problem is that of post-war reconstruction; 
the long-range problem is that of reconstruction for peace. 
Plans are thought out or put into action to solve both. 

With regard to these objectives it must br noted that 
it is not possible to differentiate the economir from the 
non-economic nor is it desirable to do so. The economic 
objectives have their non-economic implications. Economic 
planning ultimately amounts to planning in general for it 
necessarily alters the relationship of individuals to one an¬ 
other and of one class of individuals to another class by 
effecting changes in their relationship to the factors of pro¬ 
duction as when private property in land and capital is 
abolished under state economic planning. In such cases 
economic planning more dr less comes to planning individuals— 
changing their habit patterns. 

The economic objective may, however, be put down 
as full employment, raising the standard of living or econo¬ 
mic security as these three comprise more or less the same 
thing or lead more or less to the same thing. In economies 
planned for peace and prosperity—one or the other is declared 
]he objective whatever be its repercussions in other fields. 
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The Quality o] Economic Planning. The quality of econo¬ 
mic planning must be fairly clear from what has been said 
under ‘What is Economic Planning?’ It might be clarified 
further. Economic planning was defined there as the control 
of the whole economy in a rational and co-ordinated man¬ 
ner for the achievement of a posited objective. It should be 
understood that imposition of restrictions by the state or 
interventionism does not Tall under economic planning. In 
every country the state has been intervening to some extent. 
Now-a-days it intervenes more and more, in every field of 
economic life— production, occupations, distribution, in¬ 
vestment, consumption, trading, etc. But such interventionism 
is not economic planning unless it involves contorl over the 
utilization of the economic resources for a particular purpose 
to be attained. 

The control that economic planning implies necessitates 
the suppression of the economic choices that arc open to 
individuals under the existing free enterprise system. Those 
choices are: ^1) the choice of production—what to produce 
and in what quantities; (2) the choice of the rates of exchange 
—the prices at which goods are sold and purchased; (3) the 
choice of professions and occupations the people would 
follow; (4) the choice of saving and investment—how much 
of their incomes individuals would have for investment; 
and (5) the choice of consumption—what goods and how 
much of oarh the individuals would consume. 

ft 

Under economic planning these choices are suppressed 
by the state wholly or partially. If they are suppressed 
wholly the control is absolute, otherwise partial. To what 
extent the slate will suppress them will be decided by the 
stale. But this is certain that it will not let any choice be 
retained that is likely to stand as a hurdle in the way of the 
achievement of the desired objective. 

And the choices that are suppressed under economic 
planning are taken over by the planning authorities. The 
authorities decide what was governed by the decisions of the 
private individuals. And they decide that in such a manner 
that the end aimed at may be reached. The different ele¬ 
ments of the economy are correlated with one another, thus 



Bl4 FUNDAMENTALS OF ECONOMICS 

producing a certain whole animated by certain ends. It 
is an order of co-ordinated controls or regimentation. 

Controls 

Kinds of Control. The control of the economic resources 
that devolves upon the planning authorities is of two kinds, 
(1) direct control, and (2) indirect control. 

1 . The direct control is exercised through positive 
.administrative action like commands. It adversely affects the 
mechanism of the market and moves it away from the point 
of equilibrium. It is suited to a centrally planned economy. 

» 

2. The indirect control is effected through supplemen¬ 
ting, encouraging or restricting the economic movements 
of the community. It does not destroy the market mechan¬ 
ism but affects only its trends. It is suitable to an unplanned 
economy. 


Different Controls and Need 

1. The control of pioduction. This is a very important 
control. It is sometimes needed to stabilize production of 
particular articles as when the state wants that the people 
should not use more than a certain amount of them. It 
is sometimes required to restrict output of certain goods as 
when the authorities feel that their consumption should be 
curtailed. Generally, however, it is intended to expand 
production to improve the standards of consumption of the 
pcoplr or to develop the country. The expansion of output 
may be desired in special lines or on the whole—in special 
lines, as of war industries in planning for war or defence, of 
building industries in programmes of post-war reconstruction, 
of capital goods industries in schemes of industrialization, of 
agricultural industries in plans of increase of food grains and 
raw materials; and on the whole in planning for full employ¬ 
ment or economic security or raising standards of living. 

The control of production works on a wide field. It 
concerns the output of both consumption and production 
goods and affects, directly or indirectly, almost every do- 



ECONOMIC PLANNING 


813 

main of *the economy. It will necessitate the control of 
prices of goods, the wages of labour, the investment of capi¬ 
tal, the allocation of labour, the sale of commodities, etc. 

* 

2. The control oj consumption. This is also a very im¬ 
portant control. It may be expansive, aimed at increasing 
the consumption of some goods, or restrictive, intended to 
reduce the use of certain goods. The former is resorted 
to when the people do not want to have certain goods but 
the authorities wish to push their use in order to carry on 
mass production especially when the economy is under-, 
employed or is working at a partial capacity. * t ' 

The latter is brought in to enforce increased saving 
when saving is particularly wanted or to effectively control 

? rices in order to prevent competition among consumers, 
t is especially exercised, in planning for war production or 
for accelerating industrialisation because then restrictions 
on consumption become necessary to obtain supplies for the 
first and to free goods for export and resources for investment 
for the second. It is also introduced when the authorities, 
in the interests of public health and efficiency, regard certain 
wants of the people such as those for spirits, drugs and use¬ 
less luxuries, as harmful and wish to curtail or abolish them, 
or when they are desirous of checking the fickleness of con¬ 
sumers’ tastes which sometimes upset best constructed plans or 
the ‘plural voting’ which the price mechanism gives to the rich 
and wealthy and enable them to satisfy their most trifling 
wants while the poor cannot get even necessaries of life. 

3. The contiol oj investment. This is an extremely impor¬ 
tant control. It may be said to be the corner-stone of every 

! >lanned economy. In every planned economy—planned 
or war production or industrialisation, or full employment, 
there arc production programmes which are to be carried 
out to a limit such that at it the quantity of goods produced 
will meet the requirements of the situation. This can be 
done only by a rational utilisation of the economic resour¬ 
ces. This is, in a very large measure, a question of control 
of the rate of investment. Similarly, the specialisation of 
industry and the concentration of industry are dependent 
upon the control of investment; so also is the changing of 
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the state, the structure and the efficiency of an industry, 
the prevention of an uneconomic use of the factors of 
production by firms or of wasteful competition among them. 

4. The control of professions and occupations. This is not 
of much significance in a planned economy. The direct 
control in this connection is of the least importance. The 
state does not directly dictate what professions and occupa¬ 
tions the people shall take to except in a slave economy. 
However, it might, in very special cases such as war emer¬ 
gency or famine, resort to it—that is, it mi^ht then conscript 
labour and force it to do the work needed in the emergency. 

The indirect control of professions and occupations 
is made some 1 Use of. The various works to be carried 
out are decided upon by the authorities and they carry certain 
definite rates of wages. The workers can elect to enter any 
that suit them best from the point of view of the wage rates. 

5. The control of internal rates oj exchange or prices. This 
is also an extremely important control. It relates to the 
control of not only the prices of consumption goods but also 
the prices of the factors of production—wages, interest, rent 
and profits, the last three or two where they are allowed 
to exist as in fascist or capitalist planned economies. It 
implies, that is to say, also the control of functional dis¬ 
tribution of income and as the functional distribution of 
income has a bearing on the personal distribution of income, 
of that income as well. 

The control of prices is essential lor the efficient control 
of production, investment and consumption. It helps bring 
about an adjustment between production and consumption. 
It enables better utilisation of the resources as when monopoly 
prices are controlled or prices of useless luxuries or of com¬ 
modities during production for purposes of war. It ensures 
the stability of prices which is needed in a planned economy 
for stimulating investment on a proper ’basis. It imparts to 
the whole economy a sense of security which is a great desidera¬ 
tum these days. 

Hie control, of personal income is also an instrument of 
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forced savings or of equalisation of incomes. 

But to be successful the control must comprise control 
in practically all domains. It must embrace the whole course 
of production from the raw materials up to the point where 
the goods get into the hands of the'Ctjjisumers. If any point ih 
between the beginning and the end is missed the control of prices 
may prove ineffective. Also the control of prices in one in* 
dustrymust be supported by control of them in other industries. 

6. The control oj foreign exchanges and foreign trade , This 
is an extremely important control. It is necessary alike to 
stabilise the purchasing power of money within the country 
and to carry on the economy along planned lines. I 

The control of foreign exchanges means the control^ of 
exchange ratios and of movements of capital, gold, coins, 
bank assets etc., that is, in general, the control of the money 
and credit relations with other countries. 

The control of foreign exchanges is necessitated by the 
concern which the planning authorities feel for the stabilisation 
of prices and wages at a level which they think proper (once 
it is reached). That level can be maintained if the economy 
is freed from disturbances due to fluctuations in foreign ex* 
changes. The authorities, therefore, must stabilise foreign 
exchanges through devaluation or revaluation. 

The control of movements of capital, gold, coins, bank 
assets etc., is essential to prevent the flight of capital outside the 
country to the detriment of the planned economy. In foreign 
countries capital might be comparatively exempt from burdens 
that exist in the country. The entrepreneurs will always 
prefer such places for the employment of their capital because 
of their advantages' and shift their capital there. But this 
will deplete the home country of the needed capital. The 
Government, therefore, must place restrictions on its movement 
outside the country. 

The control of foreign exchanges leads, though indirectly, 
to some control of foreign trade. The- volume of that trade, 
it is plains will be limited by the amount of foreign exchange 

52 FB 
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which the Government thinks fit to allot to the importers. But 
foreign trade has to be controlled directly. Free trade is 
inconsistent with a planned economy. Its existence will, at 
once, undermine that economy. But the control of foreign 
trade htt to keep in view the requirements of the plan and the 
needs of the people. The economy might require foreign 
machinery or raw materials for the execution of the production 
plan and consumers* goods which are not available internally. 
Under such circumstances the control of imports will have 
to be such as will enable the authorities to get the required 
machinery, raw materials and consumers’ goods. As to exports 
their control will concern the question of providing a cover 
for the imports. The Government must provide enough 
exports t O'pay for the imports. Of course, the Government 
might want to create foreign balances for use in the future. In 
that case it will export as much more as is deemed necessary 
for the purpose. 


Planning in Practice 

Stages and machinery. An economic plan represents a 
general view of the economy of a nation. It outlines its 
various branches and spheres and details a quantitative 
scheme for its working and execution in every branch or 
sector of the economy. Its essential elements are “plans 
consisting of decisions of policy quantitatively expressed in 
forms of programmes and such measures as may be neces¬ 
sary to ensure the performance of the programmes’ 1 , an 
order of priorities being clearly put down. 

Five Stages. Economic planning in practice passes 
through five stages. Each stage has its appropriate machinery 

1. The first stage is the laying down of the general 
policy—the objectives to be aimed at and the rules for work. 
It is the function of the Central Government or the National 
Parliament. 

2. Tfie second stage is the drawing up of the Plan. 
This is done by the Central Planning Commission, a body of 
experts instituted for the purpose. The Commission frames a 
general plan, proceeding on the basis of a thorough and 
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elaborate survey of the actual and potential resources of the 
country furnished by the Statistical and Scientific Departments 
of the Government or attached to it. 

The plan embodies the objectives formulated inlerma of 
precise quantities, quotas of output for various firms and 
industries to produce, quantities of the factors of production 
to be allotted to these firms to enable them to work upto the 
quotas, allotments of finance, prices to be chained at different 
stages of production and execution, etc. 

Along with the Central Planning Commission there exist 
regional, sectional, provincial and even coiporation.Planning 
Boards. The factories and concerns comprising the economy, 
also prepare their own plans and forward through the appro¬ 
priate bodies—Planning Boards to the Central Planning Com¬ 
mission which has previously sent the general Plan to them. 

The general Plan is then carefully scrutinized by the Cen¬ 
tral Planning Commission and suitably modified in the light 
of the several sub-plans. It is then ready. 

3. The third stage is the adoption of the Plan. This 
rests in the hands of the National Government or may be en¬ 
trusted by it to a Supremo Economic Council called into 
being or existing for this end. The Government or the Coun¬ 
cil will have power to alter the Plan—may be not substantially. 

4. The next stage is the execution of the Plan. When 
the Plan is adopted, it is announced. It has then to be execu¬ 
ted. The task of executing it is put in charge of the Central 
Administration which gets it carried out through its provincial 
regional and local branches. 

5. The last or concurrent stags is the supervision of the 
execution. This is absolutely essential. Bottle-necks may 
appear and will have to be removed. Newsituations may ante 
because of new data, new facts and new requirements coming 
to knowledge and re-adjustments of the Plan might have to 
be made in their light. Then there is the question of drawing 
up die succeeding plans and improving the machinery of 
planning in future. All this cannot be done without cona> 
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The supervision of the Plan may be entrusted to the Cen¬ 
tral Planning Commission or to the Supreme Economic Coun¬ 
cil or to a special body appointed for the purpose. 

Besides the Central and other Planning Commissions, 
the Scientific and Statistical institutes, the Administrative 
Department, the state might have as many other bodies as it 
thinks fit to ensure that the Plan goes on smoothly in every 
branch of the national economy. For example, it might ap¬ 
point special bodies to fix the prices of the production goods 
and to organise and conduct the trade and commerce of the 
country, to fix priorities, to allot productive resources, etc. 

The Principles of Planning 

Economic planning is a regime of controls or of the 
transfer of the private economic choices to the planning 
authority. On what principles does that authority carry 
out the controls or make the choices transferred to it? 

Questions to solve . In this connection there are, in the 
main, five questions to solve:—(1) How to ration the goods 
and services already produced among the consumers?(2) 
What kinds of goods to produce and in what quantities? 

(3) How to allocate the factors of production among the 
various industrial units so that the goods required to be 
produced may be produced in the needed proportions? 

(4) What shares of the production in terms of goods or in¬ 
come are to go to the contributors to their production? 

(5) What amount of the current production is to be saved for 
the future—that is, for investment? 

Their competitive solution. These questions every economy 
—planned or unplanned—has to solve. The way in which the 
unplanned—the competitive economy solves them is stated 
here briefly so that the planned economy’s approach to their 
solution, to be given shortly, may, by comparison, be clearly 
understood. 

In the competitive economy the price or market taecha- 



ECONOMIC! PLANNING 


8*1 


nism acts as their solvent. First the price mechanism helps 
ration the existing supplies of goods and services amon£ the 
consumers. Prices of goods on the market are an index 
to .the situation of supply with regard to those goods. High 
prices of goods mean a comparative scarcity of them and 
low prices a relative abundance. But if prices are high 
the quantity purchased tends to diminish and if the prices 
are low, to increase at a given time in a given market. 
Thus the supply gets adjusted to purchases and goes whore 
it is most in demand. Equilibrium between demand and 
supply is effected. 

Secondly, thtf price mechanism governs what goods 
shall be produced and in what proportion. Production 
is guided by demand— the consumers* preferences. The 
consumers express their prefeumes for different goods in 
the prices they offer for those goods. If they offer higher 
prices for some goods than the prices they offer for other 
goods, it means that the formei are wanted more than the 
latter. The producers will consequently speed up the pro¬ 
duction (f the former relatives >o that of th* latter and ineir 
proportion will increase as against that of the others. This 
will happen because the pioducers expect larger profits from 
the production of the formei than from that oi the latter. 

Thirdly, the price mechanism regulates the allocation 
of the factors of production among the alternative purposes 
of producing goods in the desired quantities. Production 
is carried on by the employment of the factors of production. 
These have their, market prices like consumption goods. 
The price of land is rent, of labour, wage, of investment, 
interest and of enterprise, profit Larger quantities of the 
factors are wanted in trades that arc on the up-move and 
smaller in those that are on the decline. This sends up their 
prices in the former with the consequence that the quantities 
of them there increase and lowers the prices in the latter 
resulting in their leaving these in the prospect of getting 
better remuneration elsewnere. Thus the price mechanism 
distributes the factors of production among alternative uses. 

Fourthly, the price mechanism determines the shares 
of the wealth produced that should go to the contributors 
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to its production. The prices of the factors of production 
act, on the one hand, as a force regulating their supply and 
distribution among production units and, on the other hand, 
as rewards of those factors for the work they do. The prices, 
that is to say, are in the former case the costs of produc¬ 
tion and in the latter the shares of the production in terms 
of income that the owners of the factors receive. 

Fifthly, the price mechanism decides the proportion 
of the current production that is to be saved for the future. 
Capitalist production is round about. Saving and invest¬ 
ment are necessary to carry it on. Both ate affected by the 
price mechanism. The price of investment is interest. The 
rate of interest dictates saving to some extent, but investment, 
more or less, absolutely. If it rises, investment is encouraged, 
if it falls investment is held back. 

It might be noted that all these work on the principle of 
marginalism. The consumers, the producers, the owners of 
productive factors and the investors are actuated by the desire 
to maximize their satisfaction and profits and incomes. These 
tend to be maximised when the point of indifference—the 
margin is reached. At that point further activity on their part 
stops. In the case of purchases of goods by the consumers, 
the point comes when the marginal utilities of their alternative 
purchases are equalised; in the case of the producers this 
happens when the marginal productivities of the factors em¬ 
ployed in the alternative uses, are equalized;in the case of 
the owners of the factors of production this occurs when the 
remunerations they receive out of the wealth they have helped 
in producing become equal to their marginal productivities, 
and in the case of the investors this comes about when the 
rate of interest that is paid for their investments is equal to 
their marginal abstinences or liquidity preferences. 

Their planned solution. The solution of these five questions 
upder a planned economy may now be considered. Manned 
economy, it must be borne in mina, is based on the abolition of 
private economic choices, the socialization or direction 
of the material instruments of production and ttye control of 
practically all economic activity and process by the state. > This 
means that in regard to this solution of the questions it will 
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be the decisions of (be authorities that will count and not the 
market mechanism—-the impersonal laws of demand and 
supply. This is explained below. 


Rationing of supplies among consumers, (i) The Planning 
Authorities may decide to ration the restricted supplies of 
goods among die consumers according to the competitive 
principle. This will work only if the consumers' choices are 
left to individuals. The consumers' preferences for different 

g oods will then tend to fix the prices of the goods at points 
lat will clear the market of tnc existing supplies. In the 
case of greater scarcity of some goods their prices will rise, in 
the case of lesser demand, the prices will fall in order that 
demand and supply remain in equilibrium. This is exactly 
the same solution as that of the competitive system—the 
solution by the impersonal forces of demand and supply. 


If the Planning Authorities take recourse to the compe¬ 
titive solution, the planned economy will not differ from the 
unplanned economy in any respect other than this that it 
will be composed of socialized enterprises. 

(ii) The Planning Authorities may decide to do away 
with the price system altogether and to ration goods among the 
consume!* by means of warrants permitting them to receive 
from authorized shops definite quantities and no more of the 
different goods they need. This way of rationing is extremely 
difficult to give effect to. It was resorted to in the Soviet 
Union in 1920 but as it produced a good deal of chaos, it was 

? ;iven up and the price system with a difference (explained under 
iii) below) was' introduced. 

(iii) The Planning Authorities may elect to have a modi¬ 
fied price system. This is the best thing to do and it serves thfe 
aims of the authorities successfully. This consists in fixing the 
prices of goods sold at the shops. If at those prices, the con¬ 
sumers guided by their preferences buy the commodities in 
such quantities that the supplies of them are exhausted, well 
and good: demand and supply will balance. But if this does not 
take place and some supplies are left unsold, the authorities 
either reduce the price or raise wages to induce the consumers to 
buy more and thus deplete the market of the existing supplies. 
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If any particular goods which, for one reason or another, 
the authorities want the people to buy and consume are not 
disposed of, the authorities compel the people to buy certain 
fixed quantities of them along with others, at suitably fixed 
prices in older to attain the desired end. 

This modified price system of rationing the goods may be 
supplemented by a system of rationing by cards which will 
permit definite quantities of certain at tides and no more to be 
purchased at the prices charged for them. 

Rationing by cards is introduced when there is a great 
shortage of supplies so that everyone may have a certain 
necessary share of the goods. The method is also taken advantage 
of by the authorities to favour certain sections of the commu¬ 
nity and to penalize others- the former being those who arc 
specially helpful and the latter those who are recalcitrants or 
regarded as opponents. When this is done, the raids will 
permit higher rations to the first group and lower rations to the 
second. 

What goods to produce and how muck oj taihoj them to ptoduct ? 
In connection with this, the Planning Authorities have to dedde 
whether they should produce, and in the required quantities 
the artides which the consumers want or which they wed. If 
they act according to what the consumers want, they will have 
to guide production on lines that the consumers preferences 
dictate as indicated by the prices the consumeis are offering or 
are likdy to offer for different goods. If they go by what the 
consumers need, the authorities will have to draw up a scale of 
public or authoritative preferences and produce those goods 
and in those proportions which this public scale warrants. The 
s<~ale will take into consideration the private individual 
preferences as much as the authorities think fit, but will 
make full allowance for the 'political, social, educational 
and cultural aspects of the thing in the future set-up. 

As economic planning presupposes a correction of 
individual tastes, the Planning Authorities will, more likdy 
than not, apply to the solution of the question ‘What to 
produce ana in what proportions?’ the scale of authoritative 
preferences. 
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It should be noted that the decision with regard to 
production will be two-fold. The first will concern the 
manufacture of those quantities of consumption goods that 
have been approved for current consumption and the se¬ 
cond the production of capital equipment for raising future 
standards. 

Allocation oj the Jactors oj production. When the goods 
to be produred in such proportions as approved have been 
decided upon, the question of allocating the requisite pro¬ 
ductive resources among the various industrial units that 
are to produce them has to be settled. This is necessary 
sc that the production may be executed with the least cost. 
The authorities solve the question by direct decisions as to 
the proportions of the productive resources that are necessary 
to allocate to the firms to enable them to carry out the pro¬ 
duction plans as laid down. This is to say that the alloca¬ 
tion is made as the authorities sec lit, cf course, af.er the 
experts on the matter have been consulted. If they think 
that more of land or capital or of both is needed in one 
industrial unit than in another they will allot more to the 
first than to the second and will do the same in regard to 
labour as far as possible. 

Land and capital are easily allocated in this way as 
the Government has complete control over them. But owing 
to the property in themselves remaining, to a very large 
extent, vested with the workers, the direct method of allo¬ 
cation cannot be applied in their case unless responsive 
cooperation is forthcoming from their side or they are by 
temperament submissive. The Planning Authorities, there¬ 
fore, have to rely on the price mechanism to effect their- 
allocation. The necessary rates of wages arc offered ta 
attract them into the various works and thus the requisite 
supplies of workers of different categories tend to get distri¬ 
buted among the various enterprises and concents. The 
principles on which wages may be fixed will be given later. 
The principle here hinted at according to which the allo¬ 
cation of labour takes place is that of efficiency and scarcity 
or of market mechanism. 


It deserves to be noted that in a planned economy, 
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at the back of all principles is the power reserved to the 
authorities of industrial conscription, of compelling individuals 
between certain age limits, in times of national crisis, to 
work wherever wanted. Also it should be noted that appeals 
to the patriotism of the workers and awards of honours and 
titles are not unoften resorted to, to attract workers parti¬ 
cularly those with scarce talent and ability. 

In regard to production by the allocation of the factors 
of production it needs further to be stated that although the 
planned economy will expert the productive plants each 
to show profit or, at least, to cover costs yet the existence of 
these plants is not dependent upon their showing profit. 
They will be allowed to continue to exist, and be even 
expanded if they are working at losses provided 
their Continuance or expansion is considered essential in 
the interests of the society. Their losses in such case, will 
be met by subsidies from the national funds. Planned eco¬ 
nomy is not profit-motivated. It is actuated by motives 
other than profit—desire to promote general welfare, etc. 

But it should be pointed that though the industrial 
plants of the economy may not, separately, be running at 
profit, the economy as a whole must be a profitable concern 
over the long range, otherwise its existence is in danger. 
Profitability is an economic principle and not a capitalist 
one. This fact has come to be recognised in the Soviet 
economy and the communist government has restored pro¬ 
fitability over a wide range. It requires public firms not 
on’y to avoid losses but also encourages them to make 
profits. Of course, the amount and the use of profits made 
are carefully regulated. Part of these is taxrd into the 
general budget, part is credited to the enterprises for capital 
development within the industry and the remainder they 
are allowed to retain for payment as bonuses to the staff 
and improving the conditions of the workers. 

Distribution of income. The total annual income of a 
planned economy will include the following sources:— 

1. The return from national resources and land. 

2. The interest on capital (as an accounting cost). 

3. Thd charge made for unestimatable elements or 
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social costs (communal consumption or public utility 
services) if an>. 

4. The profits arising from the state operations from 
socialized enterprises. 

5. The proceeds of any taxation on labour income that 
may be levied. 

6. The accounting costs of the services of labour. 

From these sources the state constructs its budget and 
carries on production. The point to note is that as capital 
equipment, land and mines, and enterprises are national¬ 
ized the returns from these, interest, rents and profits go, 
may be js accounting items, into the pockets of the state and 
not to private individuals. Labour remains the only private 
factor of production. 

The total annual income is to be distributed among the 
following main lines of the national economy:— 

1. Costs ol repairs, replacements, renewals, deprecia¬ 
tions, etc. 

2. Investments—costs of extension of mines, factories, 
lines of communication, trading facilities, farms, 
new undertakings, etc. 

3. The charges for items of public utility or “commu¬ 
nal consumption”. 

4. Overhead charges of the state—the cost of running 
government departments, national defence, rese¬ 
arch, scientific investigations, etc. 

5. Wages of labour. 

Wages of Labour. Trade Unions. The question here 
is how to determine the wages of labour—the share of the 
national income that will go to a private factor of production. 
The question includes the determination of a wage level 
and a scale of wages. What the wage level will be will 
depend upon the proportion of the income that is set Apart 
for meeting the charge of wages—the wage fund. The 
wage scale will be constructed out of the wage fund. 

The determination of the wage fund is a duty of the state 
authorities. They will determine it by taking into account 
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all the other items of expenditure, particularly investments 
for improving future standards. It must, however, be 
equal to the total value of consumers' goods and services 
released for personal consumption in a given period. If 
it is not so as when producers' goods industry is desired to 
be rapidly augmented, wages will have to be cut down or 
prices raised. 

On the basis of the aggregate wage fund, the Planning 
Authorities draw up a complete national scale of wages and 
the fund is divided among the workers and employees in 
accordance with the wage scale. 

The fixation of a scale of wages may be based upon a 
number of principles. The authorities may apply the prin¬ 
ciple of ec onomic equality, or of the normal needs of a family, 
or of efficiency or scarcity or of responsibility, or of even 
racial and national discrimination. 


In the Soviet Union the authorities first tried to fix wage 
rates on the principle of economic equality, later on they 
applied the principle of efficiency and scarcity—“from every 
one according to his ability, to every one according to his 
work’’. This is in vogue there at present great inequalities 
being, of course, avoided. In Nazi Germany the principle 
of racial discrimination was resorted to. Germans, Poles, 
Jews, etc., were paid for the same job different wages. In 
Fascist Italy where authority and hierarchy were dominant 
the principle of responsibility played the chief role. 


In some planned economies the principle of‘normal needs 
of the family’’ may be adopted, workers with larger families 
being granted special rates than those with smaller families. 
In some other countries wages might be differentiated 
among workers on a geographical or regional basis. 


The scale of wa^es, once it is fixed, must be adhered to by 
all concerned. It u not open to labourers to have it altered 
by resort to strikes. Strikes and lock-outs are definitely banned 
in a planned economy. They cannot be permitted. If they 
arc permited they will constitute a danger to the working of 
that economy. 
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Trade unions flourish in a planned society and play an 
important part in it. But they are not militant bodies—organs 
of class struggle, as in the capitalist economy. In'the capita* 
list economy they are formed to extract from the manage* 
meat the maximum wage possible at the cost of profits: that is, 
a wage that will be equal to the marginal productivity of 
labour. In a planned economy, however, such an objective is 
not justified. There is no room for class struggle there, as the 
profits, when they appear, are controlled by the authorities 
as to their magnitude and their use. Only such an amount 
of the profits and such a use of them is permitted as will be 
compatible with the objectives of the plans. 

The functions that the trade unions perform in a planned 
economy are the following:— 

1. They represent their members in all matters connected 
with employment and working conditions. They see that 
the legal provisions regarding the protection of workers as 
to social insurance, wage payment, health- and accidents 
prevention, etc. are carried out by the management. 

2. They also co-operate with the management and the 
state authorities in the running of industry. That is, they 
assume a positive responsibility in the prompt fulfilment 
of production plans in the state undertakings and parti¬ 
cipate in the control and organisation of economic activities. 

All this means that trade unions in a planned economy 
place an equal emphasis on improving the standard of life 
of their members and on positive co-operation to advance 
efficiency and productivity of the members. 

It also means that the wage policy is not a matter of 
fight between profits and wages, capital and labour, but that 
of trade union cooperation in drawing up the economic plan 
which necessarily includes the general wage policy. 

Saving and investment. The sources of these in a planned 
economy are two—(1) socialist accumulations and (2) in* 
dividual incomes. 

1. The Planning Authorities expect each unit, firm, 
factory and concern to save a certain proportion of its profits* 
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and to deposit it in the state banks. The Government might 
also levy some taxes. The Turnover Tax is the most impor¬ 
tant of these in U. S. S. R. 

2. The saving and investment by individuals is, generally, 
made in response to the same type of inducements as obtain 
in capitalist countries. Loans are floated by the authorities 
and the people are urped to subscribe to them, the reward 
offered being a rate of interest. The rate of interest is some¬ 
times supplemented by the chance of winning a lottery in which 
the prize is either a sum of money or a privilege such as a free 
holiday. The rate of interest is kept as low as possible by 
appeals to enthusiasm and patriotism of the people. 

Out of the receipts from the two sources, the Planning 
Authorities make advances to various enterprises for long 
term investment at low rates of interest or at no interest 
whatsoever. 

If the investment funds are not sufficient, the Government 
can, through the banks, issue money enough to meetthe needs 
of the situation. 

Money and credit in planned economy. The question of in¬ 
vestment of ftinds is a question of financing and financing 
means provision of money and credit. The role of these two 
in a planned economy may be explained. 

In an unplanned economy money and credit play an 
independent role. They are the pivot of that economy as the 
economy is money-centred and credit-centred. Its function¬ 
ing is guided and regulated by them. It cannot work beyond 
the extent to which they are there, that is, to which finance 
can be raised. It has to adjust itself to the finance available 
and the availability of finance depends upon the profitability 
and solvency of the enterprises to be run. Unless they are pro¬ 
fitable, finance is not forthcoming. It may be repeated that 
unplanned economy is profit-motivated. 

The case, however, of a planned economy is quite the 
opposite of this. In it money and credit lose their indepen¬ 
dent and pivotal position and come to occupy an altogether 
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subordinate place. They become subservient to tip require- 
ments of the economy as a whole. They serve in it mainly 
as an instrument of cost-accounting and pricing. The planne d 
economy is neither money-centred nor credit-centred nor 
is it profit-motivated. It is rather commodity-centred. If 
there exist in it unutilised resources—human and material, 
—it is so not because there is lack of profitability or there 
is lack of finance to put them in employment but because 
there is lack of organisation or coordination or accountancy. 
Financial problems have no priority, as in a capitalist economy, 
over production problems. Finance-money and credit can 
be easily provided and are provided if the resources are 
mobile and their employment is useful to the community 
In fact the guiding principle of a planned economy is that it 
must be furnished with financial means enough to enable 
it to reach full capacity. That is, finance adjusts itself to the 
needs of the planned programme. As has been well illustrated 
by the Soviet economy, a planned economy is an expansionist 
economy with regard to money and credit as with regard to 
every other thing. 

Finance is the task of banks to supply. But banks in a 
planned economy are not independent institutions run to 
earn profits for their shareholders. They are simply adjuncts 
of that economy and serve as a special instrument for carrying 
out the financial arrangements in regard to the execution of 
the plan. As such they become quite centralised and have 
the following two functions:— 

1. They act as the cashier ol' the State and of the plan¬ 
ned economy. They issue financial resources to the enter¬ 
prises for the execution of the planned programme as duly 
approved by the authorities. 

2. They supervise the execution of the plannedpro- 
gramme so far as its financial aspect is concerned. They 
see whether the enterprises for which finance has been 
provided comply with the financial provisions of the plans 
adopted for them. The supervision is from the viewpoint 
of com plian ce and not of profitability. 

The above explanation makes plain that in a planned 
economy it is the decisions of the Planning Authorities that 
mate for the solution of the five questions. Those decisi on ad 
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supply a substitute for the price mechaiiism except in the case 
of the allocation of labour and in the private sector of saving and 
investment. In both these the market mechanism is more or less, 
allowed to work. They fix the prices and quantities of goods 
produced, exchanged, invested and consumed by more or less 
definite schemes and keep demand and supply in equilibrium. 

It might be said that though the decisions are taken with¬ 
out any reference to the index of price movements, yet men- 
tall) they are made on the basis of the same process of reason¬ 
ing. In every respect alternatives are considered and that 
alternative is selected which is likely to give the best results. 
“Planned economy is not price-oriented but technically- 
oriented”. It carries on by direct administrative action and 
not by any monetary scale of values. 

CAPITALISTIC ECONOMIC PLANNING 

The question here is: “Is economic planning compa¬ 
tible with capitalism?” 

1. If economic planning is understood in the way in 
which it has been explained —planning of the economy as 
a whole—then the answer to the question is in the negative. 
Capitalism is an economic organization in which the material 
instruments of production are owned or hired by private 
persons and operated at their commands with a view to selling 
at a profit the goods and services that they help to produce. 
Private ownership of the means of production and free con¬ 
tract are the main characteristics of the system. Under it 
industry is composed of hundreds and thousands of firms 
which either work independently or are inadequately co-or¬ 
dinated. Planned economy is an organization in which the 
instruments of production are either, more or less, owned by 
the state or completely controlled by it. Freedom, of con¬ 
tract, except in a minor sector, already pointed out, is absent. 
The industry is one co-ordinated, co-operating unit. 

This being the difference between the two economic 
systems economic planning of the type discussed above cannot 
,be possible under capitalism. It needs single central control 
of the whole economy. That control is its pre-essential. 
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Capitalism i mplies multiplicity of controls which is foreign 
to economic planning. To plan economically an economy 
must plan the allocation of a(l the economic resources within 
its jurisdiction. There must be a master unified plan for 
the whole economy. Effective planning is impossible unless 
the Planning Authorities have mil power of control over the 
direction of production resources, a power of control which 
means the power to say 'this and that plan shall be carried out.' 

2. If by 'economic planning’ is meant, as a few think it 
is meant, any state intervention in the free working of the 
market mechanism with the intention of correcting or at 
least alleviating the economic ills of the society in one 
direction or another, then economic planning is consistent 
with capitalism. The state has resorted to such interven¬ 
tionism since defects of the laim’i-Jaire system shot into 
light in England and every other capitalist country and 
it has resulted in much good being done. But to call 
such interventionism economic planning is wide of the mark. 
It might be stale planning but not state economic planning. 
It might be termed state economic action. It certainly 
modifies the conditions under which the price mechanism 
works out the allotment of resources, but it leaves the 
ultimate result indeterminate, a matter of individual decisions. 

Most of the schemes, entitled agricultural plans, indus¬ 
trial plans, population plans, communications plans, etc., 
which have appeared in cold print during tecent years 
in most capitalist countries including our own, are of this, 
character. The\ envisage the state either as a supervisory 
body or a body enforcing the schemes by legislation or 
persuasion or other indirect ways while leaving the operation 
of them in private hands on, more or less, a voluntary basis. 

3. If 'economic planning’ be taken as meaning, whiah 
some people do, the state control only of what might be Called 
as ‘key’ industries, strategic points in the economy, leaving 
IrgR important goods and services to private enterprise, the 
control of money and credit through central banking policy, 
the control of investment and long-range arranging of pubhc 
works, then also it is compatible with capitalism. In fact 
when planned capitalism is thought of it is, to a large extent 
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associated with these and other similar measures of pricefixing, 
quota controls, restriction of acreage, etc. 

Mostly these varieties of controls are tantamount to in¬ 
terventionism. In regard to them it might be said (1) that 
the determination of ‘key’ industries is rather difficult and 
complicated; wishful thinking here may drive out common 
sense; (2) that with less than complete control of investment 
there is likelihood of private sector running counter to that 
controlled by the state authority; (3) that investment policies 
of private firms would necessitate a scrutiny of the proposals 
as to whether they are good or bad and how much funds should 
be invested in one industry rather than in another. In conse¬ 
quence of these three points there will be a tendency for exten¬ 
sion of state control to other sectors, and the implements 
of price fixing, quota controls, acreage restrictions, etc., might 
be used to render the private sector dependent upon the 
public sector. If this is carried to its logical limit the resulting 
system will be capitalism in form rather than in insubstance. 

However, it may be asserted that what planning of capi¬ 
talism is feasible can be attained not by direct control but by 
indirect means like compensation, supplementation, stimula¬ 
tion, or restriction. By these means only can the state regulate 
the movements of hundreds of thousands of independently 
working or inadequately co-ordinated industrial units of an 
unplanned economy so as to achieve results more or less 
approaching those gained under a planned economy. 

This is so because under capitalism the government suffers 
from one serious handicap which is that there is no single im¬ 
portant factor that is controlled by it. Therefore, what it can 
do is to use indirect methods to supplement, or help or restrain 
the economic activity going on. For example, it cannot folly 
control the output of consumption goods but it can supplement 
or subsidise their production; it does.not undertake the large 
scale production of capital goods but it can promote their pro¬ 
duction by cheap or guaranteed loans; it does not fix the average 
prices of goods, but it can influence the general level of prices 
through its tponetary policy and may fix ceiling prices, in case 
of need, of important goods; it does not control the monetary 
policy but it can exert pressure on it through laws affecting 
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the note issue and through borrowing through banks; it has 
no direct control over the general level of wages, interest or 
rent but it can influence them all in some degree by its own 
terms of borrowing and conversions; it has nothing to do with 
the distribution of income in general but it can redistribute 
a large portion of it through taxation; it does not determine 
wage rates but it can fix minimum wages. 

And there are innumerable other devices at the command 
of the government by which it can re-align and rc-adjust the 
economic processes of a society. Deserving of particular men¬ 
tion is the device of the control of investments, including under¬ 
investments, not only investments by private corporations 
and subsidies to private business units, but investments in 
public works and in schemes of communal consumption—like 
those concerning education, housing, transport, sewage, phy¬ 
sical culture, etc. 

If all these measures are judiciously combined and co¬ 
ordinated, they will go a long way to achieving the objectives 
which economic planning aims at attaining—namely, full 
employment, reduction of inequalities, improvement of stand¬ 
ards of living, economic security, etc. Of course, the laying down 
of precise targets and hitting them within a definite time limit 
vpll not be so possible, but short of that much will be attained. 

Economic Planning and Economic Theory 

No theory of economic planning exists. What has been 
done is to attempt to adapt the principles of individualist 
enterprise to the collectivist On this point there has been 
raging a hot controversy between economists. Some hold 
that those principles are applicable to a planned economy, 
others that they are not. Whether this is so or not will be clear 
from what is said below. 

Economic theory, as it exists, is concerned with the rela¬ 
tionship between scarce means and alternative ends. It 
explain* the disposal of scarce means between alternative 
ends so as to gain the best results. It does not bother itself 
with what the ends are. Their determination is a matter 
of the objective of economic activity, not of its carrying on Or 
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performance with which the disposal of scarce means is related. 

In the capitalist economy the ends (a scale of values) are 
determined fay the consumers’ preferences for different com* 
modides. These decide, as already pointed out, the quantities 
of those commodities which, relatively, will be produced. 
The producers, guided by those preferences allocate the 
scarce factors of production between alternative uses in such 
a way that the required quantities of the commodities are 
produced at the least cost. The end of economic activity 
m a free economic order is thus presumably the satisfaction 
of the consumers’ wants. 

A planned order has afro a scale of values—ends. It is 
dictated by more or less arbitrary decisions of the Planning 
Authorities. It may be the same as in the unplanned system— 
the satisfaction of consumers—or any other sucli as social 
security or full employment. The scarce productive resources 
are allocated between the different plants so as to conduce to 
the attainment of these ends in the most satisfactory manner. 
No doubt, his is done more or less in an arbitrary fashion, but 
it is done with the same end in view as in the competitive 
organization and on mentally the same principles. 

Thus theoretically and basically, the role of economic 
theory in a planned economy remains the same as it is in the 
free enterprise system. It is a matter of indifference to the 
theory whether the ends—the scale of values—is arrived at 
authoritatively or democratically. It is not concerned with 
the question of the determination of the objective of economic 
activity but with only the performance of that activity. 

There is, however, a difference to be noted in this regard 
between the two economies. It consists in this that as the 
scale of values in a planned economy changes from that in 
an unplanned order, so the proportion of the factors of produc¬ 
tion mat would be allocated would change in response to the 
new scale of values. 


This will simply denote a change in practice but not in 
the part played by the economic theory. An excellent example 
ofit is furnished by the planning of production for the prosecution 
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of a war. In a war the objective of economic activity is the 
supplying of the needs of the fighting forces to the maximum 
possible and of the civil population to the minimum necessary. 
To achieve the purpose the productive factors are diverted from 
non-defence industries to the defence industries as are so many 
other materials. The civilians feel the pinch of this new scale 
of values but the theory of Economics is not affected thereby. 
It has been aptly said that “the economics of war is a special 
study in the allocation of real means to a specific, real end”. 

One thing deserves to be pointed out in this context. It 
was said above that the decisions of the Planning Authorities 
as to the disposal of scarce means between alternative ends 
are more or less arbitrary. Thi« is so because there does not 
exist in a planned economy a theoretical apparatus such as 
the market or price mechanism which can measure pie- 
ferences and probabilities. Such an apparatus is absolutely 
essential for that economy to be placed on a scientific basis. 
In its absence economic calculation becomes difficult if not 
altogether impossible and the possibilities of decisions being 
injudicious or of a hit-or-miss variety or swayed by immediate 
and powerful interests, are very great, i.e., of decisions that 
might land the economy into great and grave losses. 

Conditions of Successful Economic Planning 

Economic planning is not easy like going to the pictures. 
It is not merely a question of some sort of direction and pres¬ 
cription about investment of economic resources in several 
direc tions. To be a success a planned society must satisfy 
certain conditions. These are enumerated below. 

4 

1. The plan must be a sound plan. It must be the _ 
result of thorough and profound research, investigation and 
exploration of the natural resources and good accountancy.'' 
It must be based on true facts and scientific accounting. ,K 
must also have a scale of priorities. If this is not so, the plan 
is doomed to fail. 

2. The execution of the plan must be in the hands of 
the right type of personnel. The pri sound must be honest 
and properly trained. Tlfty must carry, out their duties with 



Bgft fundamkmtau or boonomios 

a full seme of responsibility. They must be moved by a 
Sort of fighting spirit which is determined to be victorious at 
all costs. 

3. Proper co-operation from the side of the people must 
be forthcoming. They must be bound together by a unity 
of will and purpose to make the plan a success. They must 
regard the plan as their own and must be ready to make sacri¬ 
fices or accept compulsion in the general interest. All this is 
there to the required degree when a country is on war and 
it is thus very easy for planning then to be successful. 

4. The objective of the plan must be dear and definite. 
It must not be liable to change with change in government 
brought about by party politics. If it is subject to change, 
there is no stability with regard to the plan and its smooth 
working is jeopardized. In emergencies like war, famine, 
depression, the objects become clear and definite and planning 
moves comparativdy along smooth lines, particularly during 
a war. 


5. There must be a certain degree of uniformity of wants 
and desires among the people or a scientific apparatus for 
meowing the choices of the consumers. If the wants of the 
community are homogenous or if, in the event of this condition 
not bong fulfilled, the wants can be sdentifically calculated, 
the amount of the goods or different quantities of different 
goods required will be properly estimated and planning of 
their production will be easy. It is extremely difficult to plan 
for the satisfaction of a multiplicity and variety of wants with¬ 
out a scientific knowledge of the consumers’ preferences for 
then goods are likely to be produced, in some of which the 
supplies greatly exceed the demand and in others of which 
the demand is greatly in excess of the supplies. 

6. The political government must be strong enough to 
exercise authority, to maintain discipline among all concerned 
and to assure law and order in the country. It must be ready 
to punish delinquents and dishonest officials and propagandize 
a sort of a common belief that the planned order wul be a 
'natural', a 'rational' and a ‘scientific’ order, so as to inspire 
complete confidence in it. 
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Objections to xcdnomo Planning 

It haa been pointed out that economic panning offers a* 
excellent solution of the short-comings of the system of private 
enterprise. Moreover it holds out the promise Iff showing 
greater achievements than that system has made. It is to be the 
remedy of all economic and social ailments. It will do away 
with gross inequalities of income, woeful diseconomies of 
consumption, wastage of resources, economic crises, low living 
standards etc. 

Yet the good that flows from economic planning has 
to be paid for. Its price is the Iqss of economic __ freedom 
of individuals—the disappearance Of their economic choice 
of production, of occupation and profession, of saving and 
investment and of consumption and its substitution by a 
regime of regimentation. * 

This is one objection that can be and Is levelled at eco¬ 
nomic planning. And because of it some countries which 

E rize economic freedom more than economic security gnd 
etter living conditions like U.S.A. are not willing to change 
over from piivate enterprise to a planned order. 

But the objection is not very serious. The loss of 
Economic freedom involved may be more than compensated 
by the gain in freedom from want and idleness. In a country 
like America the objection finds favour because the econbmk 
security there ^is much higher than in any other country. 
In poverty-stricken countries like India and China it may 
not be much bothered about. 

Another objection is that economic planning cannot 
bring about an optimum allocation of resources as a central 
authority which will be responsible for the allocation of resources 
can neither guage the needs of the society nor arrange the most 
econojnical combination of the factors of production. To oo 
this it will have to depend upon its judgement. Injudicious 
and haphazard judgements will result in failures oriosses. 
In an unplanned economy failures and losses tip lelf 
correcting. In a plannrd economy they tend to bo 
cumulative, 
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Certainly ifjudgitents are wropg failures and losses will 
ensue. Bui if economic planning & rational and judicious 
which it has been defined to be the chances of failures and losses 
are «6ifllttj2e4. The best brains of the community will be 
behind the economy and (hey win do their best to avoid them. 

A third objection is that economic planning does not 
offer ,9m automatic Spur to activity as is found, in the profit 
incentive of the private entoprise system. In tfte absence 
of suph an incentive people will not put in their best efforts , 
to make economic planning a success. 

No dpubt individualistic economic motive* will be v 
'"eking in a planned economy, but the advocates of. the* 
lem have faith in the gap being filled by equally potent" 
tives. They believe that the individualistic habit pattern of 
the. people will give place to collective habit pattrraand they will ’ 
begin to do for die advancement of the community what they 
have been doing for the promotion of their own in'tefesta. 

r 

There is still another objection which has to be thought 
of. It lies in the risk that economic planning might bring 
an end to all fieedom and not only to economic freedom. 
Democracy is a good which is held in very high esteem 
everywhere. Idealistically, planned economy represents the 
highest type of democracy, based as it is on the co-operation 
of the people. But it involves eoncentiation of power, the 
creation of an all-powerful, a Leviathan state monopolizing 
both political and economic power. If this power falls into , 
the hands of unscrupulous persons bent only on promoting 
their own or their parly's interests, they might suppress de J 
mocratic freedom to such an extent that it will exist only in 
name. All types of freedom will then go—freedom to choose 
rulers, freedom of speech, freedom of association, freedom 
of religious belief, etc. 

This risk, it might he said, is political rather that 
economic. The only safeguard against it is perpetual vigilance 
Perpetual , vigilance, says Laski, is the price-of freedom. 








